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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


e |nflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


.¢ Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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MARK CARNEY, PAUL JENKINS, PIERRE DUGUAY, DAVID LONGWORTH, 
JOHN MURRAY, AND TIMOTHY LANE. 


There is a plan to restore confidence and growth, we 
are implementing it, and it will work. The impact of 
these policies will build over time and will be signifi- 
cant. For maximum effect, it is critical that measures 
be grounded in robust and principled frameworks: the 
objectives should be transparent; indicators of Ssuc- 
cess clear; and entry and exit criteria well articulated. 
Citizens must be able to hold their policy-makers 
accountable. Policy-makers must rise to the occasion. 


Mark Carney 


Governor, Bank of Canada 
1 April 2009 
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Overview 


In an environment of continued high uncertainty, the global recession 

has intensified and become more synchronous since the Bank’s January 
Monetary Policy Report Update, with weaker-than-expected activity in all 
major economies. Deteriorating credit conditions have spread quickly through 
trade, financial, and confidence channels. While more aggressive monetary 
and fiscal policy actions are under way across the G-20, measures to sta- 
bilize the global financial system have taken longer than expected to enact. 
As a result, the recession in Canada will be deeper than anticipated, with 

the economy projected to contract by 3.0 per cent in 2009. The Bank now 
expects the recovery to be delayed until the fourth quarter and to be more 
gradual. The economy is projected to grow by 2.5 per cent in 2010 and 4.7 per 
cent in 2011, and to reach its production capacity in the third quarter of 2011. 
Given significant restructuring in a number of sectors, potential growth has 
been revised down. The recovery will be importantly supported by the Bank’s 
accommodative monetary stance. 


The Bank expects core inflation to diminish through 2009, gradually returning 
to the 2 per cent target in the third quarter of 2011 as aggregate supply and 
demand return to balance. Total CPI inflation is expected to trough at -0.8 per 
cent in the third quarter of 2009 and return to target in the third quarter of 
201i: 


Global developments continue to pose significant risks to the Bank’s inflation 
projection for Canada, on both the upside and the downside. On the upside, 
confidence may return more rapidly than anticipated if convincing action is 
taken more quickly than assumed to address financial system weaknesses 
in major economies. This could result in a stronger-than-projected recovery 
in the global economy as the aggressive and coordinated macroeconomic 
policy actions already being implemented take effect. On the downside, the 
global recession could be deeper and more protracted than envisaged if the 
resolution of these financial system problems is delayed further. More gener- 
ally, there are risks around the resolution of global imbalances. The underlying 
macroeconomic risks are roughly balanced. 


When monetary policy is conducted at the effective lower bound, the uncer- 
tainty regarding the effects of unconventional monetary policies in the event 
that the recession turns out to be more protracted than expected, and the 
resulting need for prudence in the use of these instruments, imply that 

the overall risks to the Bank’s inflation projection are tilted slightly to the 
downside. 


On 21 April, the Bank lowered its target for the overnight rate by one-quarter 
of a percentage point to 1/4 per cent, which the Bank judges to be the 


This report includes information received up to the fixed announcement date on 21 April 2009. 
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OVERVIEW 


effective lower bound for that rate. Conditional on the outlook for inflation, 
the target overnight rate can be expected to remain at its current level until 
the end of the second quarter of 2010 in order to achieve the inflation target. 
The Bank will continue to provide guidance in its scheduled interest rate 
announcements as long as the overnight rate is at the effective lower bound. 


To reinforce its conditional commitment to maintain the overnight rate at 

1/4 per cent, the Bank will roll over a portion of its existing stock of 1- and 
3-month term purchase and resale agreements (PRAs) into 6- and 12-month 
terms at minimum and maximum bid rates that correspond to the target rate 
and the Bank Rate, respectively. 


The 21 April decision brings the cumulative monetary policy easing to 425 basis 
points since December 2007. It is the Bank’s judgment that this cumulative 
easing, together with the conditional commitment, is the appropriate policy 
stance to move the economy back to full production capacity and to achieve 
the 2 per cent inflation target. 


The Bank retains considerable flexibility in the conduct of monetary policy at 
low interest rates. The Annex to this report describes the Bank of Canada’s 
approach to conducting monetary policy when the overnight interest rate is at 
the effective lower bound. Additional stimulus could be provided, if needed, 
through quantitative and/or credit easing. Definitions of these actions and the 
principles guiding their possible use can be found in the Annex. 
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The Global Economy 


Recent Developments 


While the global recession has intensified since the January Update and 


become more synchronous, the broad profile of the Bank’s outlook remains While the global recession has intensi- 
consistent with the projection at that time. A deepening financial crisis in the fied and become more synchronous, 
United States and Europe triggered a severe recession in the global economy the broad profile of the Bank’s outlook 
at the end of 2008, as deteriorating conditions in the advanced economies remains consistent with the January 
spread quickly around the world through trade, financial, and confidence Update. 


channels. Concerted policy measures across the G-20 provide the neces- 
sary and appropriate support for global recovery, although the recovery will 
be delayed by slower progress in stabilizing the global financial system than 
previously anticipated. 


Heightened uncertainty surrounding the global outlook, together with 
declining wealth and tighter credit conditions, has adversely affected 
confidence levels, causing households and firms to cut back spending 
sharply. The knock-on effect on global trade has been much larger than 
expected, reflecting both a sudden collapse in trade credit and an abrupt 
inventory correction in the auto and electronics sectors. Export-oriented 
countries in Asia and Europe have experienced sharp declines in industrial 
production (Chart 17). 


Chart 1: Industrial production in major economies down sharply 
Year-over-year percentage change 


2005 2006 2007 2008 2009 


—— United States == Germany == Japan 


Source: Bank of Canada 
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Economic activity in the United States 
contracted sharply in the fourth quarter 
of 2008, and recent indicators suggest 
a similar contraction in the first quarter 
of 2009. 


A THE GLOBAL ECONOMY 


The pervasive and intense nature of the economic downturn has exacerbated 
strains on banks’ balance sheets and further constrained the availability 

of credit to businesses and households, leading to additional weakness in 
demand. As a result of this adverse feedback loop, global GDP growth has hit 
post-World War II lows in recent quarters. 


Policy-makers in the major economies have responded to the global crisis 
with bold policy actions. The G-20 countries have committed to do whatever 
is necessary to restore growth and stability in their economies. Monetary 
authorities have lowered policy rates aggressively (Chart 2), and several cen- 
tral banks have adopted unconventional monetary policy measures, including 
quantitative and credit easing. Fiscal authorities have introduced substantial 
stimulus packages to help offset the drop in domestic and foreign demand. 
The fact that these fiscal initiatives are being undertaken simultaneously in 
several countries will augment their impact. The effects of these policies will 
be increasingly felt over time and should reach full force in 2010. 


Timely and credible action is required to address the impaired assets on 
bank balance sheets and to restore the normal flow of credit—a precondi- 
tion for sustained economic recovery. Progress on these measures has been 
slower than expected in the United States and other major financial centres. 
However, comprehensive programs have recently been outlined to provide 
additional liquidity, guarantee bank balance sheets, dispose of bad assets, 
and recapitalize as appropriate. The challenge now is to ensure their rapid 
and effective implementation. 


As anticipated in the January Update, economic activity in the United States 
contracted sharply in the fourth quarter of 2008, and recent indicators sug- 
gest a similar contraction in the first quarter of 2009. The weakness was most 
evident in sectors that are particularly important for Canadian exports, mag- 
nifying the effects of the U.S. downturn on the Canadian economy. U.S. resi- 
dential construction has remained very weak, with a large overhang of unsold 
houses continuing to put downward pressure on house prices and building 
activity. Motor vehicle sales and production have also experienced a sharp 
cyclical and structural correction, as manufacturers cut output in response 


Chart 2: Monetary authorities have lowered policy rates 
aggressively 
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Sources: Bank of Canada, U.S. Federal Reserve, Bank of England, and European Central Bank 
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to sagging demand, mounting losses, and limited access to auto financing. 
There are, nevertheless, early signs that activity levels in both the housing and 
auto sectors may be starting to stabilize in response to the sizable adjust- 
ments that have taken place. 


In Europe and Japan, the decline in output has been more acute than 
expected over the recent period, as falling external demand and mounting 
internal strains spilled over into the domestic economy. Deteriorating condi- 
tions in housing markets, falling consumer and business confidence, and 
continuing difficulties in the financial sectors of many overseas countries 
have added to these external pressures. Japan and Germany have been 
particularly affected by the collapse in global demand for autos and IT-related 
goods, as well as by the past appreciations of their currencies. Output growth 
in China has moderated, but has nevertheless remained much stronger than 
that in most other emerging-market economies. Aggressive fiscal stimulus 
measures and monetary easing have boosted domestic demand and partly 
offset the fall in exports. 


Chart 3: Commodity prices have recently stabilized 
Bank of Canada commodity price index (1982—90=100) 


2005 2006 2007 2008 2009 
— Energy (Can$) — Energy (US$) 
e**  Non-energy (Can$) =*= Non-energy (US$) 


Source : Bank of Canada 


Following a sharp decline in the second half of 2008, commodity prices 

appear to have levelled off (Chart 3). Production cuts by OPEC have out- 
paced the fall in global demand, contributing to a modest recovery in oil 
prices. While the price of natural gas has continued to decline, prices of 
other, non-energy, commodities have recently increased. 


Developments in Global Financial Markets 


As highlighted in the January Update, stabilization of the global financial 
system remains a precondition for economic recovery. Despite some recent 
signs of improvement, market conditions are mixed, and the outlook remains 
uncertain. On the positive side, there are indications that the aggressive 
actions taken by central banks and governments are beginning to gain trac- 
tion, and volatility has fallen in a number of financial markets. In addition, 


Despite some recent signs of improve- 
ment, market conditions are mixed, and 


the outlook remains uncertain. 
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Global economic growth for 2009 has 
been revised down in the Bank’s latest 


projection. 
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Chart 4: Short-term funding markets have improved* 


Difference between 3-month interbank offered rates and their respective overnight index 
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* For the United States and the United Kingdom, LIBOR; for the euro zone, EURIBOR; and for Canada, CDOR. 


Source: Bloomberg 


stock markets, after reaching multi-year lows earlier this year, have started to 
price in a more positive outlook. Global credit markets, in contrast, are still 
fragile, with improvements largely confined to short-term funding markets 
(Chart 4), while longer-term spreads remain elevated. The cost of funds for 
business borrowers—especially lower-quality credit risks—also remains high, 
and surveys of senior loan officers indicate that lending standards for con- 
sumers continue to tighten, albeit at a slower pace. 


Conditions in global financial markets over the next few quarters will be 
shaped by two main developments. The first concerns the weaker current 
state of the real economy and the additional credit-related losses that this 
might entail for financial institutions, as delinquencies and loan losses begin 
to rise. The second development relates to remedial efforts directed at the 
illiquid legacy assets on banks’ balance sheets. Stress tests designed to pro- 
vide a credible and comprehensive assessment of the true situation, together 
with capital injections and guarantees, should facilitate price discovery, 
reduce concerns about counterparty risk, and boost liquidity. Although the 
normalization of financial conditions is likely to be delayed by the increased 
drag coming from the real economy and from the delayed implementation 

of remedial measures in the banking sector, on balance, more widespread 
improvements should become evident by mid-2010. 


Outlook for the Global Economy 


Global economic growth for 2009 has been revised down in the Bank’s latest 
projection, reflecting the recent sharp decline in economic activity. The growth 
profile also incorporates a delayed and slightly more protracted recovery 
compared with that in the January Update. As a result, output growth is now 
projected to remain negative for most of 2009 and to begin to absorb excess 
production capacity only towards the middle of 2010. The return to potential 
will be postponed by the self-reinforcing nature of the adverse feedback loop 
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that has developed, and by the additional drag exerted by a financial system 
that will take longer to stabilize. Inflation rates are consequently expected to 
be lower than previously projected, and to dip below zero in some countries. 


Global output is now projected to fall by 0.8 per cent in 2009, and to increase 
by amore modest 2.2 per cent in 2010—well below the rate of growth of 
global potential output (Table 1). Three important factors will help support 
the gradual recovery. First, economic activity in all major regions should be 
boosted by the strong and simultaneous monetary and fiscal policy actions 
that have been undertaken, which will raise aggregate demand and help to 
restore consumer and business confidence. Second, as measures to stabilize 
the financial system begin to take hold, businesses and households should 
become less credit-constrained. Third, the drag exerted by the housing 
market correction in the United States and several other industrial countries 
should diminish, leading to a pickup in construction activity. 


Table 1: Projection for Global Economic Growth 


Share of real 


Projected growth (per cent)? 


global GDP? 

(per cent) 
United States 22 11 (1.2) -2.4 (-1.7) 1.2 (2.6) 
European Union 0.7 (0.9) =3.6 (-7.0) -0,2 (2.1) 1.8 
Japan -0.7 (0) -6.2 (-1./) 0.1 (2.0) D5 
China and Asian NIEs° 71 (7.5) 3.5 (5.6) 6.0 (6.9) Tee, 
Others 4.9 (5.0) 1.0 (27) 3.0 (4.3) 

P10 [3204 | 08a 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2006. Source: IMF, WEO Update, October 2008 


b. Numbers in parentheses are projections from the January 2009 Monetary Policy Report Update. 


c. NIEs are newly industrialized economies. These include Hong Kong (Special Administrative Region), 
South Korea, Taiwan (Province of China), and Singapore. 


Source: Bank of Canada 


As anticipated in the January Update, the recovery in the United States will 
be much more muted than normal. Sustained positive growth will likely be 
deferred by one quarter compared with the Bank’s earlier projection, owing to 
the delayed implementation of stabilization measures in the banking sector. 
Annual GDP growth in the United States is projected to average -2.4 per cent 
in 2009 and 1.2 per cent in 2010, as diminished wealth, a weak labour market, 
tight credit conditions, and reduced confidence restrain growth in consump- 
tion and business investment. Activity is expected to stabilize in the second 
half of 2009 and to begin rising in early 2010, exceeding the growth rate of 
potential output and starting to take up excess capacity. Sales and produc- 
tion of motor vehicles, which are currently well below replacement rates, are 
projected to rebound in the second half of 2009 but to levels significantly 
lower than their pre-crisis levels, as the auto sector continues to restructure. 
The housing sector, which has acted as a major drag on growth, should also 
finally stabilize in the second half of 2009 and contribute to the recovery. 


The recovery in other industrial economies will be more delayed and more 
gradual than in the United States, owing to the less-ambitious policy actions 
undertaken so far and to ongoing difficulties in their banking systems. 
Completion of the inventory cycle in motor vehicles will lead to a gradual 
pickup in Asian and European auto production, while accelerating U.S. 
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growth will stimulate global economic activity through improved trade and 
financial flows, as well as rising confidence. Economic growth in China, in 
contrast, is expected to remain relatively robust, assisted by the introduc- 
tion of additional fiscal and monetary stimulus measures to boost domestic 
demand and reduce the country’s reliance on exports. Economic conditions 
in other emerging-market economies are projected to improve gradually over 
this period, producing a synchronous boost in global demand and providing 
some support for commodity prices over the medium term. Energy prices 
are assumed to move in line with current futures prices (Chart 5), while non- 
energy prices are expected to strengthen gradually as economic activity 
recovers. 


Chart 5: Futures curves suggest rising prices for crude oil 
and natural gas 


Monthly data 
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The Canadian Economy 


In the January Update, the Bank projected a sharp recession in Canada, fol- 
lowed by a relatively muted recovery starting in the third quarter of this year. 
As a result of the more severe, synchronized nature of the global downturn, 
the recession in Canada is even deeper than anticipated. As well, the Bank 
now expects the recovery to be delayed until the fourth quarter of 2009 and to 
be more gradual than projected in January. Nonetheless, the Bank is still pro- 
jecting a rebound to above-potential growth in 2010, albeit with a lower esti- 
mate of potential output growth. As explained in January, the recovery should 
be supported by a number of factors, including the timeliness and scale of 
the Bank’s monetary policy response; our relatively well-functioning financial 
system and the gradual improvement in financial conditions in Canada; the 
past depreciation of the Canadian dollar; stimulative fiscal policy measures; 
the gradual rebound in external demand; the strength of Canadian household, 
business, and bank balance sheets; and the end of the stock adjustments in 
Canadian and U.S. residential housing. 


Recent Developments 


Aggregate Demand and Supply 


As a result of the sharper contraction in the global economy, economic growth 
in Canada has been much weaker than anticipated in the January Update. 
Export volumes fell sharply in the fourth quarter of 2008, led by dramatic 
declines in exports of motor vehicles and construction-related products to the 
United States. The terms of trade also plunged, causing real gross domestic 
income to register its largest quarterly decline on record (Chart 6). Canadian 
households reduced their spending by more than anticipated in response 

to the decline in their net worth and an elevated level of economic uncer- 
tainty (Charts 7a and 7b). In total, the volume of final sales of goods declined 
by about 11 per cent (at annual rates) in the final quarter of 2008 (Chart 8)." 
Given the surprising speed and magnitude of this decline, firms were slow 

to adjust production and therefore accumulated unwanted inventories. The 
stock-to-sales ratio rose to its highest level in more than a decade. Although 
this mitigated the decline in real GDP in the quarter, the 3.4 per cent (at annual 
rates) fall that was recorded was larger than the 2.3 per cent projected in the 
January Update. An inventory correction will therefore be needed, which will 
put additional downward pressure on growth this year. 


The economic contraction in Canada intensified significantly in the first 
quarter of 2009. Exports of automotive products, forest products, and 
industrial materials posted further substantial declines. Firms have started 
to address their inventory problems, with widespread shutdowns in the 


1 Final sales of goods are defined as the sum of final domestic demand (excluding consumption of services) and goods exports. 


Economic growth in Canada has been 
much weaker than anticipated in the 
January Update. 


THE CANADIAN ECONOMY O 


BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2009 


Given significant restructuring, 
assumptions for future growth of 
potential output have been lowered. 
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Chart 6: Real domestic income has dropped sharply 


Quarter-over-quarter percentage change at annual rates 
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* Real gross domestic income is current-dollar gross domestic product deflated by the price index for final 
domestic demand. 


Source: Bank of Canada calculations, based on Statistics Canada information 


automotive sector in particular. Business investment is expected to register 
another steep decline in response to rising unused capacity and weak terms 
of trade. 


Economy-wide, firms cut about 270,000 jobs in the first quarter and reduced 
the average work week. Deteriorating labour market conditions, combined 
with an additional decline in household net worth, are expected to cause 
further weakness in household spending. Government spending is the only 
component of demand expected to show positive growth in the quarter. 
Overall, real GDP is projected to drop at an annual rate of 7.3 per cent in the 
first quarter—the largest quarterly decline on record since 1961. 


Recent developments are also adversely affecting the growth rate of poten- 
tial output. Restructuring, especially in the automotive and forest products 
sectors, is expected to render some of the existing capital stock obsolete. 
The weaker profile for investment in this projection, relative to previous ones, 
should also contribute to dampening the growth of trend labour productivity. 
In light of these factors, the Bank has revised down its assumptions for the 
growth rate of potential output to 1.2 per cent in 2009, 1.5 per cent in 2010, 
and 1.9 per cent in 2011 (Technical Box 1).? 


2 Inthe October 2008 Monetary Policy Report, the Bank had assumed the growth of potential output to be 2.4 per cent in 2009 
and 2.5 per cent in 2010 and 2011. 
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Chart 7a: Wealth shock smaller in Canada than in the United States ... 


Canadian and U.S. household net worth over personal disposable income 
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Technical Box 1 


Revisions to Potential Output 


Potential output is the level of goods and services that the economy can produce on a sustainable basis without 
adding to inflation pressures. The Bank’s measure of potential output is the product of trend labour productivity 
and trend labour supply. Trend labour productivity is related mainly to the amount of capital per worker and the 
pace of technological change. 


Significant structural changes are under way in the Canadian economy. These changes are most apparent in the 
automotive and forestry sectors but are occurring in other sectors as well.‘ Owing to their scale and abruptness, 
these changes will have an important effect on the current level of potential output and on its short-term growth 
rate. The closing of plants and other establishments will render a significant proportion of the capital stock obso- 
lete. There will also be adjustment costs as labour is gradually redeployed to other activities. It is estimated that 
these developments will reduce the level of average labour productivity in the first half of 2009 and, hence, the 


level of potential output, 1.0 percentage point below what they would otherwise have been.’ 


In addition, a significant downturn in investment, particularly for purchases of machinery and equipment, will 
moderate the increase in capital intensity and the adoption of new technology. This, in turn, will slow the growth 
of average labour productivity over the horizon in this report relative to the Bank’s previous assumptions. 


Overall, potential output growth is expected to slow to 1.2 per cent in 2009 and then pick up gradually to 1.5 per 
cent in 2010 and to 1.9 per cent in 2011. Previously, potential output had been expected to increase by 2.4 per 
cent in 2009 and by 2.5 per cent in both 2010 and 2011. 


The Bank will next review its estimates of potential output growth in its October 2009 Monetary Policy Report. 


1 The automotive and forestry sectors account for roughly 5.0 per cent of total output. 


2 While itis still too early to estimate the magnitude of these structural changes with precision, it is necessary to make an informed judgment, based on historical experience and currently 
available information, given the key role that potential output plays in the evolution of real economic activity and inflation pressures. 


Chart 8: Sales plunged, and inventories grew 
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* Total sales of goods is final domestic demand less consumption of services plus exports of goods, 
all in constant dollars. 


Sources: Statistics Canada and Bank of Canada calculations 
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Estimated Pressures on Capacity 


Excess supply in the Canadian economy emerged at the end of 2008 and 
has expanded rapidly. The Bank’s conventional measure of the output gap 
suggests that the economy was operating about 3.5 per cent below its pro- 
duction potential in the first quarter of 2009 (Chart 9). In the Bank’s spring 
Business Outlook Survey, the percentage of firms reporting that they would 
have difficulty meeting an unanticipated increase in demand fell to an excep- 
tionally low level. Labour market indicators have started to reflect the down- 
turn in the product market. This is particularly evident in the escalation of 
the unemployment rate between December and March to its highest level in 
seven years. The percentage of firms reporting labour shortages in the Bank’s 
spring survey fell to the lowest level in 10 years. In contrast, the 12-month 
change in the average hourly earnings of permanent workers, reported by 
Statistics Canada in the Labour Force Survey, has shown surprising strength 
since last autumn. 


After reviewing all the indicators of capacity pressures, the Governing Council 
judges that the economy was operating about 3 per cent below its production 
capacity in the first quarter of 2009. 


Chart 9: Economy operating well below potential 
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— Output gap* ™ Some and significant difficulty** 
(right scale) (left scale) 


* 


Difference between actual output and estimated potential output. The estimate for the first quarter of 2009 
is based on a projected decrease in output of 7.3 per cent (at annual rates) for the quarter. 


** Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales 


Source: Bank of Canada 


Inflation and the 2 Per Cent Target 


Total CPI inflation has evolved largely as projected in the January Update 
with a slightly faster deceleration in the core rate of inflation being offset by 

a smaller decline in energy prices. The latter reflects larger-than-expected 
increases in the spreads between crude oil prices and gasoline prices. In 
March, the 12-month rate of increase in total CPI was 1.2 per cent, down from 
2.0 per cent in November (Chart 10). 


The degree of excess supply increased 


markedly in the first quarter of 2009. 


Total CPI inflation fell to 1.2 per cent 


in March while the core rate reached 


2.0 per cent. 
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Medium-term inflation expectations 
remain close to the 2 per cent target. 


Financial conditions in Canada remain 
more favourable than in other advanced 
economies, but are noticeably tighter 
than normal. 


The reduction in bank funding costs 
has, to a significant extent, been 
passed on to households. 
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Chart 10: Inflation has diminished as expected 


Year-over-year percentage change 


2005 2006 2007 2008 2009 
— Total CPI = Core CPI* Control range 
e-- Target -—- Total CPI excluding the effect 


of changes in indirect taxes 


* CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Source: Bank of Canada 


The core rate of inflation reached 2.0 per cent in March, owing largely to a 
faster-than-expected deceleration in auto prices, which have been unusually 
volatile in recent months. Core food prices have continued to rise steeply, but 
this is not expected to persist, given the sharp drop in the prices of agricul- 
tural Commodities over the past year. With the rise in food prices decelerating 
and the substantial excess supply gap that has developed, both core and 
total inflation are poised to slow further over the next few months. 


Reflecting the weakness in the economy and past declines in energy prices, 
measures of near-term inflation expectations have continued to fall in recent 
months. The latest Consensus Economics forecast for total CPI inflation is 
0.2 per cent for 2009. The forecast moves back up to 1.8 per cent for 2010, 
indicating that medium-term inflation expectations remain well anchored to 
the 2 per cent inflation target. 


Canadian Credit Conditions 


Financial conditions in Canada remain more favourable than in other 
advanced economies. The underlying strength of the balance sheets of 
Canadian financial institutions, corporations, and households has made the 
Canadian financial system better able to weather global storms. Nonetheless, 
conditions are noticeably tighter than normal, since the global crisis and its 
associated macroeconomic consequences have led to a widening of lending 
spreads in many markets and, in particular, a tightening of credit condi- 

tions for corporations. Recently, there have been some signs of improve- 
ment, although it is too soon to conclude that conditions will return quickly to 
normal. 


Borrowing costs for banks decreased by about 95 basis points from mid- 
January through mid-April, owing to the 100-basis-point reduction in the 
policy interest rate over that period (Chart 11). The reduction in bank funding 
costs has, to a significant extent, been passed on to households. The 
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Chart 11: Funding costs for Canadian banks have been falling 


2007 2008 2009 
=—  3-month Canadian-dollar offered rate === 3-month overnight index 
=== 5-year debt swapped into 3-month swap rate 


floating-rate debt 
Note: The last data point for these weekly series is Friday, 17 April 2009. 


Sources: Bloomberg, Canadian commercial banks, and Bank of Canada calculations 


effective average nominal interest rate on household borrowing has eased 
further since January to well below its level at the start of the financial turbu- 
lence; it is also low by historical standards (Table 2). The growth of house- 
hold credit remains surprisingly strong in light of the weakness of household 
spending; however, it has decelerated over the past six months (Chart 12), led 
by slower growth in residential mortgage credit, and is likely to slow further in 
the period ahead. 


Canadian businesses are facing more difficult financing conditions. The 
pricing and availability of business credit, as reported in the Bank’s latest 
Senior Loan Officer Survey and Business Outlook Survey, tightened fur- 

ther over the past three months (Chart 13). Credit spreads for both finan- 

cial and non-financial issuers remain near record levels but have begun to 
narrow recently; with the continued decline in government yields, the level of 
borrowing rates has held relatively steady. Issuance by non-financial corpora- 
tions is running at a higher level than in the same period last year, as investors 
have been attracted by the high spreads available on corporate bonds issued 
by good-quality borrowers, while corporations have taken advantage of the 
improved access to capital markets to lock in longer-term funding. 


The combined effects of various financial factors impinging on real economic 
activity are summarized in the financial conditions index (FCI), which weights 
a set of financial variables in proportion to their impact on real GDP. Such 

an index needs to be interpreted with caution, given the inherent difficulty of 
quantifying the effects of changes in financial variables on the real economy 
and the short span of some of the data used. For this reason, changes in 
the FCI are likely to be more informative than its level. The index shows the 
marked deterioration of Canadian financial conditions in the final quarter of 
2008 to their tightest point in the past 10 years (Chart 14), as corporate bond 
rates and spreads rose in response to declining investor appetite for riskier 
assets. Since January, financial conditions have improved somewhat, as 
stock market gains and a lower overnight rate have partially offset continued 


The pricing and availability of business 
credit tightened further over the past 


three months. 
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Table 2: Interest Rate Declines Reflect Monetary Easing 
Per cent 


Estimated 
effective Posted 
variable 5-year 3-month | Long-term 
Overnight | Prime mortgage mortgage bankers’ corporate 
Date rate rate rate acceptances | bond rate 
31 July 2007 6.25 5.35 7.24 4.75 5.42 
18 Oct. 2007 6.25 5.65 7.43 4.85 5.41 
6 Dec. 2007 6.00 5.40 7.37 4.70 | 5.36 
24 Jan. 2008 5.75 De25) 7.39 4.06 5.30 
24 April 2008 475 | 415 6.99 eS 5.32 
17 July 2008 4.75 4.20 | 7.09 3.29 5.48 
23 Oct. 2008 2.25 4.00 5.00 7.20 ai 2.68 5.99 
11 Dec. 2008 1.50 3.50 4.50 | 6.73 Wel 6.04 
22 Jan. 2009 1.00 3.00 3.80 5.90 1.06 5.90 
5 March 2009 0.50 2.50 3.30 5.74 0.69 5.86 
15 April 2009 0.50 2.50 3.25 5.43 0.66 5105 


Sources: Long-term corporate bond rate, Bloomberg. All other series, Bank of Canada 


Chart 12: Credit growth slowing 


Year-over-year percentage change 


2005 2006 2007 2008 2009 


== Total business credit =— _ Total household credit 


=== Historical average of business === Historical average of household 
credit from 1992 to present credit from 1992 to present 


Source: Bank of Canada 


higher yields on corporate bonds. Nonetheless, financial conditions 
remain tight. Further information on a range of indicators used by 
the Bank to monitor credit conditions is presented on the new Credit 
Conditions web page at <http://credit.bankofcanada.ca>. 


Monetary aggregates continued to grow strongly, despite tight- 
ening financial conditions and declining nominal GDP growth. This 
reflects an increase in money demand associated with low interest 
rates and portfolio shifts into more liquid assets. In the three months 
to February, the narrow aggregate M1+ grew at an annual rate of 
14.2 per cent, while M2++ grew by 9.9 per cent. It is difficult, though, 


Chart 13: Borrowing costs remain high for businesses 


Price and non-price lending conditions: Balance of opinion from Senior Loan Officer 
Survey* 


Tightening 


1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 
=== __Non-price ae Price 


Note: Each series is the simple average of the balances of opinion for the small business, commercial, and 
corporate sectors. 


* The balance of opinion is calculated as the weighted percentage of surveyed financial institutions reporting 
tightened credit conditions minus the weighted percentage reporting eased credit conditions. 


Source: Bank of Canada 


Chart 14: Financial conditions are tight but have stopped 
deteriorating 


Financial conditions index (FCl), monthly data* 


Standard deviation from the mean 


2 


-2 


2000 2001 2002 2003 2004 +2005 #2006 2007 «2008 #2009 


* The FCI aggregates the following variables: credit conditions (as measured by the Senior Loan 
Officer Survey: overall business-lending conditions balance of opinion); corporate bond spread 
(difference between the yield on a weighted corporate bond and 5-year-and-over Government 
of Canada bonds); short-term interest rate (overnight rate); long-term interest rate (yield on 
10-year-and-over Government of Canada bonds); real exchange rate; stock prices (ratio of the 
TSX index to GDP); and New Housing Price Index divided by the CPI. For information on the construction 
and interpretation of the FCI, see <http://credit.bankofcanada.ca>. 


Source: Bank of Canada calculations 
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Canadian fiscal and monetary poli- 
cies have been eased substantially in 
response to the deteriorating macro- 
economic situation, as part of the 
coordinated global response. 
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to draw the implications of this monetary expansion for economic activity, 
particularly since the demand for money is likely to shift even more than usual 
at low interest rates. 


Exchange Rate 


Since the January Update, the Canadian dollar has traded in a range of 77 to 
83 cents U.S., averaging about 80 cents U.S. (Chart 15). Recent support from 
strengthening oil prices has been largely offset by the weakening economy, 
leaving the Canadian dollar largely unchanged since the January Update. 


Chart 15: The Canadian dollar has averaged about 80 cents U.S. 
since the January Update 


Daily data 
US$ 


140 1.10 


2007 2008 2009 


=—— Closing spot exchange rate for Canadian dollar vis-a-vis U.S. dollar (right scale) 


=—— CERI: Canadian-dollar trade-weighted index (against U.S. dollar, euro, yen, 
U.K. pound, Mexican peso, and Chinese renminbi) (left scale, 1992=100) 
—— CERI excluding U.S. dollar (left scale, 1997=100) 


Note: A rise in the index indicates an appreciation in the Canadian dollar. 


Source: Bank of Canada 


Policy Response 


Canadian fiscal and monetary policies have been eased substantially in 
response to the deteriorating macroeconomic situation, as part of the coordi- 
nated global response. Significant additional fiscal and monetary stimulus has 
been provided since the January Update. 


The federal budget announced on 27 January will deliver substantial fiscal 
stimulus over the 2009-10 period, and further stimulus is being provided by 
provincial budgets. The effects of this fiscal expansion will begin to be felt in 
the second half of 2009 and will build through next year. 


Monetary policy was also eased significantly over this period, bringing the 
cumulative easing to 425 basis points since December 2007. The Bank of 
Canada lowered its target for the overnight interest rate by 50 basis points 
on 3 March and by a further 25 basis points on 21 April. The Bank judges the 
resulting level of the overnight rate, 25 basis points, to be the effective lower 
bound for that rate. Conditional on the inflation outlook, the Bank committed 
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to hold the target overnight rate at that level until the second quarter of 2010. 
It is the Bank’s judgment that this cumulative easing, together with the con- 
ditional commitment, is the appropriate policy stance to move the economy 
back to full capacity and to achieve the 2 per cent inflation target. 


Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 
a Canada/U.S. exchange rate averaging 80 cents U.S.; energy prices in line 
with recent futures prices; prices for non-energy commodities increasing pro- 
gressively as the global economy recovers; and tight global credit conditions 
persisting through mid-2010, before improving gradually. 


Aggregate Demand and Supply 


The Bank’s base-case projection now sees the Canadian economy contracting 
through to the third quarter of 2009 (one quarter longer than in the January 
Update), with real GDP dropping by 3.0 per cent this year on an annual 
average basis (Table 3). This is much weaker than anticipated in January, 
reflecting two main factors: foreign weakness propagating through trade, 
financial, and confidence channels, which has been more intense than previ- 
ously projected; and delays in the implementation of policies (especially in the 
United States) to stabilize and recapitalize the global financial system, which 
have weighed on both financial conditions and confidence. 


Table 3: Contributions to Average Annual Real GDP Growth 
Percentage points? 


2008 2009 2010 2011 

Consumption 1.6 (7.8) -0.8 (0.4) 1.0 (2.0) 2.0 
Housing -0.2 (-0.2) -1.1 -1.0) 0.2 (0) 0.7 
Government 0.8 (0.9) | 1.1 (0.9) eoa(le) | -0.4 
Business fixed investment 0.2 (0.4) -1.6 (-0.6) -0.3 (0) 1.1 
Subtotal: Final domestic demand 2.4 (2.9) -2.4 (-0.3) 2.2 (3.3) 3.4 
Exports -1.6 (-1.8) -4.6 (-2.6) 1.6 (2.1) 2.4 
Imports -0.2 (-0.1) 5.5 (2.4) =2.0)-2:1) -3.0 
Subtotal: Net exports 1.8 (-1.9) 0.9 (-0.2) -0.4 (0) -0.6 
Inventories -0.1 (-0.3) = (EOL) 0.7 (0.5) 1.9 
GDP 0.5 (0.7) -3.0 (-1.2) 2.5 (3.8) 4.7 
Memo items: 

Potential output L 2.0 (2.3) 1.2 (2.4) 1.5 (2.5) 1.9 (2.5) 

Real Gross Domestic Income (GDI) 2.0 (2.3) -6.4 (-3.6) 2.5 (4.1) 6.3 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report 
Update. Those for potential output are from Technical Box 1 in the October 2008 Monetary Policy 
Report. 


Export volumes are projected to fall significantly in the first half of 2009, 
reflecting the continued weakness in foreign demand for Canadian motor 
vehicles, industrial goods, and commodities. 


Final domestic demand is expected to contract until the third quarter of 2009, 
owing to persistent weakness in private domestic demand. The weakness in 
household spending is mainly due to lower expected real incomes, stemming 
from the deterioration in labour market conditions, weaker terms of trade, 


Canada’s real GDP is projected to fall 


by 3.0 per cent in 2009. 
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Canada’s real GDP is projected to grow 
by 2.5 per cent in 2010 and 4.7 per cent 


in 2011. 
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and lower growth in potential output. Households have also experienced 

an erosion in their wealth because of declines in equity and house prices. 
These factors, combined with heightened uncertainty about future incomes 
and asset prices, have led consumers to increase their desired savings rate. 
Resale activity in the housing market has slowed significantly, reflecting these 
developments. Investment in housing is expected to post outright decreases 
until late 2009. 


Business fixed investment is expected to contract sharply in 2009, 

reflecting a drop in corporate profits, tight credit conditions, weak 

commodity prices, and the uncertain economic outlook. The pro- 

jected decline in investment spending is consistent with the results of 

the Bank’s recent Business Outlook Survey and Statistics Canada’s 

Survey of Private and Public Investment Intentions. Firms also need to draw 
down their inventories, following the sharp buildup in recent months. Inventory 
decumulation is projected to subtract significantly from GDP growth during 
the first three quarters of this year. 


Weak domestic demand in Canada is expected to lead to a large drop in 
import volumes in 2009, which more than offsets the weakness in sales 
abroad. 


As in January, real GDP growth is projected to rebound to rates above that of 
potential output in the final quarter of 2009 (Chart 16). On an average annual 
basis, the economy is projected to grow by 2.5 per cent in 2010 and by 

4.7 per cent in 2011. A large part of the downward revision to growth in 2010 
is due to the lower assumed growth rate of potential output, relative to the 
January Update. 


The anticipated normalization of financial conditions, together with the 
stimulus coming from monetary and fiscal policies, should restore consumer 
and business confidence and boost spending in 2010. As well, housing 
starts should gradually pick up, supported by historically low mortgage rates 
and demographic requirements of about 175,000 units per year. Exports 


Chart 16: Growth in real GDP expected to rebound in 2010 
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Sources: Statistics Canada and Bank of Canada calculations 
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are expected to recover in response to the gradual improvement in external 
demand and the past depreciation of the Canadian dollar. 


The Canadian economy is projected to grow more rapidly than the U.S. 
economy in 2010 and 2011 for a number of reasons. The need for house- 
holds to repair their balance sheets is smaller in Canada than in the United 
States, since wealth losses have been smaller (Chart 7a). The housing market 
correction is expected to be much less severe in Canada than in the United 
States. As well, Canadian exporters will benefit disproportionately from the 
recovery in the U.S. housing and automotive sectors, which will push the 
growth rate of U.S. demand for Canadian goods above the projected rate of 
growth of U.S. real GDP (Chart 17). 


Chart 17: Composition of U.S. demand should be more favourable 
to Canadian exports 


Quarterly growth at annual rates 


2007 2008 2009 2010 2011 
eon GDF = U.S. trade-weighted activity* 
===  Base-case projection ===  Base-case projection 


* The U.S. activity measure captures growth in sectors of the U.S. economy that are key for Canadian 
exporters, such as (but not limited to) motor vehicle sales and residential construction. 


Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations 


Owing to the near-term weakness in the growth of aggregate demand, excess 
supply in the Canadian economy continues to build, expanding in the second 
half of 2009 to about 4.5 per cent, roughly 0.75 percentage points larger 

than projected in the January Update. As the economy picks up in the fourth 
quarter and accelerates in 2010-11, excess supply is gradually absorbed, and 
the economy is expected to reach its productive capacity in the third quarter 
of 2011. 


The Projection for Inflation 


The development of substantial excess supply, together with a noticeable 
deceleration in food prices and modest decreases in house prices, should 
cause the core rate of inflation to diminish through 2009, reaching a trough of 
0.9 per cent in the fourth quarter (Table 4). This is slightly lower than expected 
in January, reflecting the wider output gap. With excess supply being 
absorbed gradually, and with inflation expectations well anchored, the core 
rate is projected to return to 2 per cent in the third quarter of 2011. 


Both core and total CPI inflation are 
projected to return to 2 per cent in the 
third quarter of 2011. 
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Table 4: Summary of the Base-Case Projection? 


Real GDP 
(quarter-over-quarter 
percentage change)? 


Real GDP 
(year-Over-year per- 
centage change) 


Core inflation 
(year-over-year per- 
centage change) 


Total CPI 
(year-over-year per- 
centage change) 


WTI° 
(level) 


1.8 2.0 


69 71 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report 
Update. 


b. For half years, the number reported is the average of the respective quarter-to-quarter percentage 
growth at annual rates. 


c. Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average 
of futures contracts over the two weeks ending 17 April 2009. 


As in January, total CPI inflation is expected to fall much more rapidly, dipping 
below zero in the second and third quarters of 2009, reflecting year-on-year 
drops in energy prices. The weaker profile for core inflation notwithstanding, 
the trough for total CPI inflation is not quite as low as in the January Update, 
reflecting the Bank’s assumption that recent margins between crude oil prices 
and gasoline prices will be maintained over the projection horizon. Total CPI 
inflation is also expected to return to the Bank’s 2 per cent target in the third 
quarter of 2011. 
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Risks to the Outlook 


Global developments continue to pose significant risks to the Bank’s inflation 
projection for Canada, on both the upside and the downside. On the upside, 
confidence may return more rapidly than envisaged, if convincing action is 
taken more quickly than assumed to address financial system weaknesses 

in major economies. This could result in a stronger-than-projected recovery 
in the global economy as the aggressive and coordinated macroeconomic 
policy actions already being implemented take effect. On the downside, the 
global recession could be deeper and more protracted than envisaged if the 
resolution of these financial system problems is delayed further. More gener- 
ally, there are risks around the resolution of global imbalances. While cyclical 
developments appear to be contributing to a narrowing of large current 
account imbalances, a lasting and orderly resolution will require policies to 
promote a rebalancing of domestic demand across major economic areas. In 
addition to these global risks, important uncertainties are associated with the 
difficult adjustments under way in certain sectors of the Canadian economy, 
notably energy and automotive. 


The uncertainty regarding the effects of unconventional monetary policies, in 
the event that the recession turns out to be more protracted than expected, 
and the resulting need for prudence in the use of these instruments, imply that 
the risks to the Bank’s inflation projection are tilted slightly to the downside. 


The Bank has attempted to quantify the uncertainties surrounding the inflation 
projection by using fan charts. Charts A and B in Technical Box 2 show the 
uncertainty around the projection for core and total CPI inflation. They show, 
in particular, the slight downward tilt to the confidence bands that results from 
monetary policy operating at the effective lower bound. 
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Technical Box 2 


Fan Charts for Inflation 


Economic projections are subject to considerable uncertainty. This can arise from different sources: the state 
of the economy, the nature of economic relationships, and the magnitude and persistence of ongoing shocks 
(Jenkins and Longworth 2002). 


Confidence intervals presented as “fan charts” are an intuitive way of illustrating the uncertainty associated with 
an economic projection at various horizons. Charts A and B show 50 and 90 per cent confidence intervals for 
year-over-year core and total CPI inflation from the second quarter of 2009 to the end of 2011. The width of the 
confidence bands conveys the Bank’s best estimate of the uncertainty associated with the state of the economy 
and the magnitude and persistence of ongoing shocks." 


The darkest region of Chart A at the end of 2009 ranges from 0.6 per cent to 1.1 per cent for core CPI inflation 
and is referred to as a 50 per cent confidence interval. This means that the Bank projects a 50 per cent chance 
that year-over-year core CPI inflation will be between 0.6 per cent and 1.1 per cent. In addition, there is a 25 per 
cent chance (or probability) that the true value will be greater than 1.1 per cent, and a 25 per cent chance that it 
will be less than 0.6 per cent. The same principle applies to the lighter region, except that now the range is wider 
and, hence, our level of confidence is greater: 90 per cent. In this case, we can say that there is a 90 per cent 
chance that core CPI inflation will be between 0.2 per cent and 1.5 per cent at the end of 2009. In addition, we 
can say that we are 95 per cent certain that core inflation will be greater than 0.1 per cent in the second quarter 
of 2010.7 Consequently, the Bank judges that the possibility of a period of sustained deflation in the Canadian 
economy remains remote. 


Chart A: Projection for core CPI inflation Chart B: Projection for total CPI inflation 


2009 2010 2011 2009 2010 2011 
Base-case scenario 50 per cent confidence interval 


Base-case scenario 50 per cent confidence interval 


90 per cent confidence interval 90 per cent confidence interval 


Additional technical details on the construction of the fan charts are available at 
<http://www.bankofcanada.ca/en/mpr/pdf/backgrounder_fancharts.pdf>. 


More specifically, the width of the confidence bands over the first two quarters of the projection is based on the historical errors in the Bank’s projection over the 199501 and 200803 
period. The confidence bands beyond the first two quarters are based on the forecast errors from ToTEM, the Bank’s projection model (Murchison and Rennison 2006). The uncertainty 
associated with the outlook for Canada’s main trading partners, which also influences the confidence intervals, is estimated using the forecast errors from a small model based on MUSE, 
the Bank’s model of the U.S. economy (Gosselin and Lalonde 2005). 


The second quarter of 2010 corresponds to the trough of the 90 per cent confidence interval for core CPI inflation. 
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Annex 


Framework for Conducting Monetary Policy 


at Low Interest Fates 


The Objective of Monetary Policy 


Low, stable, and predictable inflation is the best contribu- 
tion that monetary policy can make to the economic and 
financial welfare of Canadians. 


Under a joint agreement between the Bank of Canada 
and the Government of Canada, the objective of mon- 
etary policy is to keep total CPI inflation at 2 per cent, the 
midpoint of a 1 to 3 per cent control range.’ 


The Transmission Mechanism 


Normally, the Bank conducts monetary policy by setting 
a target for the overnight interest rate. Changes in the 
overnight rate influence longer-term market rates, as well 
as the interest rates set by financial institutions, which, in 
turn, affect aggregate demand and inflation.” With infla- 
tion expectations well anchored at 2 per cent, the basic 
task is to keep the level of aggregate demand roughly in 
balance with the level of potential output. 


Nominal interest rates cannot fall below zero. Therefore, 
when the overnight rate is close to zero, the Bank needs 
to consider alternative instruments that will provide addi- 
tional stimulus to the economy, if required, to achieve 

its inflation objective. Even if the overnight rate is close 
to zero, longer-term market rates and the lending rates 
set by financial institutions are still likely to be well above 
zero. These interest rates directly affect the spending 
decisions of households and businesses. In these 
circumstances, the aim of monetary policy would be to 
continue to exert downward pressure on these rates and 
to improve the availability of credit more generally. 


In principle, the Bank could lower the policy rate to zero. 
However, that would eliminate the incentive for lenders 
and borrowers to transact in markets, especially in the 
repo market. Therefore, to preserve the effective func- 
tioning of markets in a low interest rate environment, the 
Bank is setting an effective lower bound (ELB) of 25 basis 


1 The agreement can be found at <www.bankofcanada.ca/en/press/2006/pr06-18.htmI>. 


2 Fora depiction of the transmission mechanism, see 
<www.bankofcanada.ca/en/monetary_mod/index.html>. 


points for the overnight rate, and pegging the deposit rate 
at the target overnight rate.® 


Alternative Instruments Available 
at the Effective Lower Bound 


The Bank has identified three main instruments that it 
would consider using to achieve its inflation objective at 
the ELB. 


(i) Conditional statements about the future path of 
policy rates. Clear communication is a cornerstone 
of the Bank’s inflation-targeting framework and is a 
crucial factor behind its success. At the ELB, there are 
added benefits to increasing transparency through the 
use of an explicit conditional policy statement tied to 
the inflation outlook. 


Because long-term interest rates on government 
securities represent averages of current and expected 
future short-term rates (plus term premiums), a cred- 
ible conditional commitment by a central bank to keep 
short-term rates at the ELB for a longer period than 
previously expected by the market should lower bond 
yields throughout the term structure and, in turn, sup- 
port the prices of other financial assets, as well as 
aggregate demand. If market expectations are already 
aligned with those of the central bank, these state- 
ments would help to keep bond yields low. The Bank 
could also back up these statements with offers of 
longer-term purchase and resale agreements (PRAs) 
at rates consistent with its conditional commitment 
regarding the operating band. To ensure that market 
participants understand that the policy statements are 
conditional on the Bank’s inflation outlook and can 
assess the risks around the projection, such state- 
ments would be supplemented with the publication 

of confidence intervals around the projection. This 
information should help shape market expectations of 
future short-term interest rates. 


3 The deposit rate, i.e., the interest paid on settlement balances (deposits) held at the Bank by 
direct participants in the Large Value Transfer System, is the lower limit of the operating band 
for the overnight rate. The deposit rate will provide an effective floor on the overnight rate 
because institutions will not have the incentive to lend at market rates below the deposit rate 
when they can earn that rate on balances held at the Bank. For a description of the framework 
for implementing monetary policy, see Engert, Gravelle, and Howard (2008). Some changes 
will occur to the operating band framework at the ELB. These are described in the press re- 
lease of 21 April 2009 at <www.bankofcanada.ca/en/fixed-dates/2009/rate_210409.html>. 
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The other instruments that the Bank could use are more 
“unconventional,” involving outright purchases of assets. 
These purchases operate through changes in the com- 
position, as well as the size, of the central bank balance 
sheet. 


(ii) Quantitative easing. Quantitative easing refers to 
outright purchases of financial assets through the 
creation of excess settlement balances (that is, central 
bank reserves). These asset purchases will push up 
the price of, and reduce the yield on, the purchased 
assets (which could include government securities 
or private assets).* The expansion of the amount of 
settlement balances available to direct participants 
in the Large Value Transfer System would encourage 
them to acquire assets or increase the supply of credit 
to households and businesses. This would increase 
the supply of deposits (or monetary aggregates) and 
further increase the demand for other financial assets, 
pushing their prices up and their yields down. Central 
bank purchases of treasury bills and short-term gov- 
ernment bonds would also help reinforce the impact of 
the conditional statements about the future policy rate. 


(iii) Credit easing. Credit easing refers to purchases of 
private sector assets in certain credit markets that are 
important to the functioning of the financial system but 
that are temporarily impaired. The objective of credit 
easing is to reduce risk premiums and improve liquidity 
and trading activity in these markets. This would, in 
turn, stimulate credit flows and aggregate demand. 
Credit easing does not need to be financed through an 
expansion of settlement balances. It could, instead, be 
financed either by reducing holdings of other assets or 
by increasing government deposit liabilities, so that the 
monetary base remains unchanged. In other words, the 
impact of credit easing on the level of settlement bal- 
ances could be “sterilized” (Figure 1). 


A number of factors will influence the relative effective- 
ness of these instruments. The direct impact on the yield 
of the purchased asset will depend importantly on the 
degree of substitutability between asset classes (which 
may not be constant over time). The effect will be greater 
if the degree of substitutability is low. However, in that 
case, the pass-through from changes in the yields on 

the purchased assets to those on other asset classes in 
the economy is also likely to be low. If assets are highly 
substitutable, it will be more difficult to substantially affect 
their yields, but any given impact will be transmitted more 
broadly across asset classes. 


4 Although quantitative easing is now referred to as an unconventional monetary policy tool, 
the purchase of government securities is, in fact, the conventional textbook approach to 
monetary policy. A central bank can alter policy by changing either the quantity or the price of 
liquidity supplied to the financial system. In practice, most central banks have chosen to con- 
duct monetary policy by targeting the price of liquidity because the relationships between the 
amount of liquidity provided by the central bank and monetary aggregates on the one hand, 
and between the monetary aggregates and aggregate demand and inflation on the other, are 
not very stable. 


The macroeconomic impact of alternative actions will 
depend importantly on the degree of pass-through to 

the interest rates faced by households (since household 
spending represents a large share of the economy), the 
extent to which the intervention helps alleviate constraints 
in credit markets, and the response of the exchange rate 
to declines in yields on domestic securities. It will also 
depend on the extent to which financial institutions use 
the additional reserves to expand their supply of credit. 


Although a number of instruments are available to stimu- 
late aggregate demand at the ELB, there is considerable 
uncertainty with respect to the size and timing of the 
economy’s response to these measures. 


Figure 1: Financing and Type of Asset Purchases 
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Principles Guiding Potential 
Bank of Canada Actions 


The following principles will guide the Bank’s thinking in 
terms of which actions to undertake: 


® Focus on inflation target. The Bank would undertake 
transactions in the amounts and types that will have 
the desired effect in supporting aggregate demand 
and achieving the inflation target. 

# Impact. Asset purchases would be concentrated in 
the maturity range where they are expected to have 
the maximum impact on the economy. When con- 
sidering transactions in private credit markets, the 
focus would be on those exhibiting a clear “market 
failure” (as evidenced, for example, by persistently 
excessive liquidity premiums) that has significant 
macroeconomic consequences through its impact on 
credit conditions and credit flows, and which central 
bank credit facilities or purchase programs can help 
alleviate. 

@ Neutrality across sectors and across similar assets. 
To limit potential distortions, actions should be taken 
in as broad and neutral a fashion as possible. Markets 
in which purchases would occur should be defined as 
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broadly as possible. Operations should be conducted 
in a neutral fashion (e.g., through an auction). 

™ Prudence. The Bank would take into account invest- 
ment quality and would minimize operational risks. 
It would mitigate financial risks to its balance sheet, 
which could arise from changes in yields (valuation 
losses) or from the credit performance of private 
sector assets (credit losses). 


The Bank would coordinate with the federal government 
to ensure that, together, measures taken to ease credit 
conditions and to stimulate the economy will achieve the 
best outcome. 


Key Indicators 


The Bank would closely monitor a number of indicators 

to assess the effectiveness of its policy measures. Most 
important will be the overall effect of any actions on the 
financing conditions faced by households and businesses 
and, thus, on aggregate demand and inflation. 


Some indicators would be used to judge the direct impact 
of a particular instrument. For example, the effectiveness 
of conditional statements regarding the future policy rate 
can be judged by their observed impact on longer-term 
interest rates. The effectiveness of quantitative easing 
(or, alternatively, the gauge of required easing) would 

be judged in the first instance by the movement in the 
yield curve and more generally by movements in broader 
financial conditions, while that of credit easing would 

be judged by reductions in risky spreads and increased 
issuance activity. In assessing the effectiveness of any 
measures taken, the Bank would need to control for 
other factors that may have simultaneously affected the 
markets in question. 


Results from the Business Outlook Survey and the Senior 
Loan Officer Survey would be very useful in assessing 
changes in the credit terms and conditions faced by 
firms. To provide summary indicators of financing condi- 
tions, the Bank has constructed aggregate measures of 
borrowing costs and an overall financial conditions index 
for the economy.® 


The Bank would also monitor the evolution of credit and 
monetary aggregates. However, it is difficult to draw the 
implications of movements in monetary aggregates for 
total spending in the economy, since the demand for 
money and, hence, its velocity, are likely to shift even 
more than usual at very low interest rates. 


The scale of the Bank’s interventions would be guided by 
what is prudently needed to achieve the desired improve- 
ment in financial conditions. 


5 These measures are included on the Bank’s Credit Conditions web page at 
<http://credit.bankofcanada.ca>. 


Exit Strategy 


The exit strategy, or unwinding of the Bank’s various 
facilities and acquisition of assets, would be guided by 
the Bank’s assessment of conditions in credit markets 
and the inflation outlook. 


A number of alternatives are available, including natural 
runoff through the maturing of the assets, the “refi- 
nancing” of the acquired assets (e.g., financing in the 
repo market or allowing the runoff of other assets on the 
Bank’s balance sheet), and asset sales. In cases where 
assets need to be sold, the disposition of securities would 
be carried out at an appropriately measured pace. 


Communications 


Press releases on each fixed announcement date would 
remain focused on the target overnight rate and on the 
conditional statements about the future direction of policy 
rates. 


The press release would also indicate any intention to 
carry out purchase programs and the approximate size 
of purchases (where relevant, given the program design) 
until the next announcement date or the one following. 
The Bank would explain the broad objectives of any 
purchases and how they are to be financed. Detailed 
operational decisions (Such as pricing, specific timing, 
and exact securities eligible) would be communicated in 
separate announcements. 


Press releases on fixed announcement dates and 
Monetary Policy Reports would provide an ongoing 
assessment of the economy and the outlook for infla- 
tion, factoring in judgments regarding the effectiveness 
of the various policy measures. Speeches and parlia- 
mentary appearances would provide additional venues 
for reporting on the details of the Bank’s conduct of 
monetary policy. 


The Bank reserves its right to announce policy measures 
in the period between fixed announcement dates in 
exceptional circumstances. 
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Monetary Policy Report ee 


April 2009 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
updated outlook based on information received up to 21 April 2009. 


In an environment of continued high uncertainty, the : 3 
global recession has intensified and become more Highlig hts 
synchronous since the Bank’s January Monetary 
Policy Report Update, with weaker-than-expected 
activity in all major economies. Deteriorating credit 
conditions have spread quickly through trade, finan- 
cial, and confidence channels. While more aggressive ; 
monetary and fiscal policy actions are under way BUY. Bop ouae ae UTS se) Ae 
across the G-20, measures to stabilize the global intense and synchronized global recession, 
financial system have taken longer than expected to exacerbated by delays in the implementa- 
enact. As a result, the recession in Canada will be tion of measures to restore financial stability 
deeper than anticipated, with the economy projected around the world. 

to contract by 3.0 per cent in 2009. The Bank now 
expects the recovery to be delayed until the fourth 
quarter and to be more gradual. The economy is 3.0 Pets eae oy Zee 
projected to grow by 2.5 per cent in 2010 and 4.7 per cent in 2010 and by 4.7 per cent in 2011. 


cent in 2011, and to reach its production capacity in After declines in 2009, core inflation and total 


the third quarter of 2011. Given significant restruc- CPI inflation are projected to gradually return 
turing in anumber of sectors, potential growth has 


been revised down. The recovery will be importantly 


¢ The economic recovery in Canada will be 
delayed by one quarter and will be more pro- 
tracted than projected in the January Monetary 


¢ Canadian real GDP is projected to decline by 


to 2 per cent in the third quarter of 2011. 


supported by the Bank’s accommodative monetary The Bank lowered its policy rate to 1/4 per cent 
stance. - its effective lower bound - and, conditional 
The Bank expects core inflation to diminish through on the outlook for inflation, committed to hold 
2009, gradually returning to the 2 per cent target the rate at that level until the end of the second 
in the third quarter of 2011 as aggregate supply quarter of 2010. 


and demand return to balance. Total CPI inflation 
is expected to trough at -0.8 per cent in the third 
quarter of 2009 and return to target in the third 
quarter of 2011. 


As a consequence of conducting monetary 
policy at the effective lower bound, the Bank 
judges that the risks to its inflation projection 


are tilted slightly to the downside. 
Global developments continue to pose significant 


risks to the Bank’s inflation projection for Canada, on The Bank’s current policy stance is appropriate 
both the upside and the downside. On the upside, to move the economy back to full produc- 
confidence may return more rapidly than antici- tion capacity and to achieve the 2 per cent 
pated if convincing action is taken more quickly than inflation target. 


assumed to address financial system weaknesses 

in major economies. This could result in a stronger- 
than-projected recovery in the global economy as the 
aggressive and coordinated macroeconomic policy 
actions already being implemented take effect. On 
the downside, the global recession could be deeper 
and more protracted than envisaged if the resolution 
of these financial system problems is delayed further. 
More generally, there are risks around the resolution 
of global imbalances. The underlying macroeconomic 
risks are roughly balanced. 


When monetary policy is conducted at the effective 
lower bound, the uncertainty regarding the effects of 
unconventional monetary policies in the event that 
the recession turns out to be more protracted than 
expected, and the resulting need for prudence in the 
use of these instruments, imply that the overall risks 
to the Bank’s inflation projection are tilted slightly to 
the downside. 


On 21 April, the Bank lowered its target for the over- 
night rate by one-quarter of a percentage point to 
1/4 per cent, which the Bank judges to be the effec- 
tive lower bound for that rate. Conditional on the 
outlook for inflation, the target overnight rate can be 
expected to remain at its current level until the end 
of the second quarter of 2010 in order to achieve the 
inflation target. The Bank will continue to provide 
guidance in its scheduled interest rate announce- 
ments as long as the overnight rate is at the effective 
lower bound. 


To reinforce its conditional commitment to maintain 
the overnight rate at 1/4 per cent, the Bank will roll 
over a portion of its existing stock of 1- and 3-month 
term purchase and resale agreements (PRAs) into 
6- and 12-month terms at minimum and maximum 
bid rates that correspond to the target rate and the 
Bank Rate, respectively. 


Summary of the Base-Case Projection? 


Real GDP 
(quarter-over- 
quarter percentage 
change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


2.0 


WTIc 
(level) 


71 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy 
Report Update. 


b. For half years, the number reported is the average of the respective quarter-to-quarter 


percentage growth at annual rates. 


c. Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 
average of futures contracts over the two weeks ending 17 April 2009. 
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BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2009 


The 21 April decision brings the cumulative monetary 
policy easing to 425 basis points since December 
2007. It is the Bank’s judgment that this cumulative 
easing, together with the conditional commitment, is 
the appropriate policy stance to move the economy 
back to full production capacity and to achieve the 

2 per cent inflation target. 


The Bank retains considerable flexibility in the con- 
duct of monetary policy at low interest rates. The 


Governnmecn! 
Publieatons 


Annex to this report describes the Bank of Canada’s 
approach to conducting monetary policy when the 
overnight interest rate is at the effective lower bound. 
Additional stimulus could be provided, if needed, 
through quantitative and/or credit easing. Definitions 
of these actions and the principles guiding their pos- 
sible use can be found in the Annex. 


Inflation has diminished as expected 


Year-over-year percentage change 


2005 2006 
=—= Total CPI Core Chis 
e-<- Target 


2008 2009 


Control range 


-— Total CPI excluding the effect 


of changes in indirect taxes 


* CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 


remaining components 


Source: Bank of Canada 


Growth in real GDP expected to rebound in 2010 


N 
N 
N 
. 
N 
\ 
\ 
S 


2007 2008 2009 


| Quarter-over-quarter percentage 
change in real GDP, at annual rates 


N Base-case projection 


et 

CANAAN 
AANA 

PNAS 

NNAAAANSE 

-2 

4 


2010 2011 


Year-over-year percentage 
change in real GDP 


Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations 
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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


¢ Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See ‘Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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The Bank expects that growth will resume later 
this year but that the recovery internationally and 
in Canada will be more muted than normal. In 
part, this reflects the need to correct a series of 
imbalances across and within major economies. 
The recovery will initially owe much to monetary 
policy, which has been very aggressive, and to 
fiscal policy, which is beginning to have an impact. 


Mark Carney 


Governor, Bank of Canada 
18 June 2009 
Regina, Saskatchewan 
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Overview 


The global economy has suffered an intense, synchronous recession and 
considerable excess supply has opened up. There are now increasing signs 
that economic activity has begun to expand in many countries in response 
to monetary and fiscal policy stimulus and measures to stabilize the global 
financial system. However, the recovery is nascent. Effective and resolute 
policy implementation remains critical to sustained global growth. 


The dynamics of the recovery in Canada remain broadly consistent with the 
Bank’s medium-term outlook in its April Monetary Policy Report. Stimulative 
monetary and fiscal policies, improved financial conditions, firmer commodity 
prices, and a rebound in business and consumer confidence are spurring 
domestic demand growth. However, the higher Canadian dollar, as well as 
ongoing restructuring in key industrial sectors, is significantly moderating the 
pace of overall growth. 


Some of the early strength in domestic demand represents a bringing forward 
of household expenditures, which modestly alters the profile of growth over 
the projection period relative to the April Report. The Bank projects that the 
economy will contract by 2.3 per cent in 2009 and then grow by 3.0 per cent 
in 2010 and 3.5 per cent in 2011, reaching production capacity in the middle 
of 2011. 


Total CPI inflation declined to -0.3 per cent in June and should trough in 

the third quarter of this year before returning to the 2 per cent target in the 
second quarter of 2011 as aggregate supply and demand return to balance. 
Core inflation held up at 1.9 per cent in the second quarter of 2009. The Bank 
still expects core inflation to diminish in the second half of this year before 
gradually returning to 2 per cent in the second quarter of 2011. 


Although the vigorous policy actions taken by monetary and fiscal authorities 
around the world appear to have reduced the probability of an extreme nega- 
tive outcome for the global economy, significant upside and downside risks 
remain to the inflation projection for Canada. 


The main upside risks to inflation relate to domestic factors, and the pos- 
sibility that economic momentum will be stronger and more sustained than 
Currently anticipated. Another upside risk to inflation is the possibility that 
potential output will be lower than the Bank’s revised estimate, if the exten- 
sive restructuring in certain sectors is more protracted and the investment 
response is more delayed than currently envisaged. 


The principal downside risks to inflation relate mainly to the external sector. 
The restoration of normal financial conditions could be more gradual than 
expected, and further setbacks cannot be precluded. Such developments 


This report includes information received up to the fixed announcement date on 21 July 2009. 
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OVERVIEW 


could have serious spillover effects in Canada through trade, financial, and 
confidence channels. Importantly, a stronger and more volatile Canadian 
dollar could act as a significant drag on growth and put additional downward 
pressure on inflation. 


While the underlying macroeconomic risks to the projection are roughly bal- 
anced, the Bank judges that, as a consequence of operating at the effective 
lower bound, the overall risks to its inflation projection are tilted slightly to the 
downside. 


On 4 June and 21 July, the Bank reaffirmed its conditional commitment to 
maintain its target for the overnight rate at the effective lower bound of 

1/4 per cent until the end of the second quarter of 2010 in order to achieve 
the inflation target. 


The Bank retains considerable flexibility in the conduct of monetary policy at 
low interest rates, consistent with the framework outlined in the April Report. 
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Recent Developments 


The synchronous global recession that began in the last quarter of 2008 
deepened in the first quarter of 2009, with a greater contraction in global 
demand than had been expected at the time of the April Monetary Policy 
Report. The recession continued into the second quarter of 2009, but the 
pace of decline in output appears to have decelerated, suggesting that 
global economic activity is near its trough. Vigorous policy actions across 
the G-20 have helped to stabilize financial markets, reduce uncertainty, and 
support aggregate demand. Global equity markets have rebounded after 
sharp declines in 2008 and early 2009, credit spreads in key markets have 
narrowed, and banks have been able to raise needed capital. 


Fragility in the global economy persists, nevertheless. Financial deleveraging 


by banks, households, and firms is continuing, mirrored by ongoing adjust- 


ments on the real side of the economy. Inventories, employment, and capital 


are adjusting to lower global demand and have contributed to a substantial 
reduction in real GDP growth in the major economies (Chart 1). While slug- 
gish demand and more-negative output gaps have led to declines in global 


inflation rates, structural adjustments in the global economy have reduced the 
growth of potential output and, together with price and wage rigidities, have 


dampened the downward pressure on inflation. 


Chart 1: Real GDP of major economies contracted sharply in 
the first quarter 
Quarterly growth at annual rates 


2005 2006 2007 2008 2009 
== Canada =~ United States ==" Euroarea == Japan 


Sources: Statistics Canada, U.S. Bureau of Economic Analysis, Eurostat, Japan Statistics Bureau 


The global recession continued into the 
second quarter of 2009, but the pace 
of decline in output decelerated, sug- 
gesting that global economic activity is 
near its trough. 
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Vigorous fiscal and monetary policy measures (Chart 2), coupled with con- 
tinuing support to the financial sector, have helped to restore consumer and 
business confidence and to improve financial market conditions in most 
economies. Effective and resolute policy implementation remains critical to a 
sustained economic recovery. 


Chart 2: Policy rates are at or near the effective lower bound in 
many countries 


Daily data 
% 
6 
5 
4 
3 
2 
4 
ae cere eee ns ‘ 
2005 2006 2007 2008 2009 
— Canada =~ United States == Euroarea ~~ Japan 


Sources: Bank of Canada, U.S. Federal Reserve, European Central Bank, and Bank of Japan 


In the United States, economic activity continued to decline in the first half 

of 2009, albeit at a slowing pace. Sales of motor vehicles were sharply lower 
than in the previous year, and ongoing restructuring in the North American 
auto sector suggests that total production for 2009 will be at its lowest level in 
over 30 years. Construction activity in the United States has remained weak, 
and house prices have fallen further. However, home sales have stabilized 
and inventories of unsold new houses have declined, indicating that the con- 
traction in residential investment may be coming to an end. In addition, trans- 
fers and tax cuts boosted disposable income in the second quarter, the rate 
of deterioration in the labour market slowed somewhat, and forward-looking 
indicators, such as new orders and consumer sentiment, suggest that the 
U.S. economy is at its trough. 


In Europe, economic activity in the first half of 2009 was weaker than 
expected, owing to sharp declines in investment and net exports and an 
Ongoing inventory correction. Firms cut back on production and investment 
in response to a deteriorating external environment, an appreciating currency, 
and slumping domestic demand. Unemployment has risen, even as rigidities 
have slowed adjustment in the labour market. Uncertainty about the state of 
the banking sector remains high, with concerns that the recently announced 
stress tests for European banks could uncover additional capital shortfalls 
associated with the severe economic downturn and exposure to Eastern 
Europe. In Japan, following an unexpectedly sharp downturn in the first 
quarter, economic indicators for the second quarter have been more favour- 
able. A rapid inventory correction and announcements of additional fiscal 
stimulus have supported Japanese consumer and business confidence. In 
China, economic activity has been much stronger than in other Asian econo- 
mies, with aggressive infrastructure spending and consumer support policies 
boosting domestic demand and helping to offset falling exports. 
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Commodity prices have firmed since the April Report (Chart 3). Energy 
prices have risen in response to large production cuts from OPEC, lower 
inventories, and expectations of higher energy demand, notably from Asia. 
The futures Curve continues to suggest higher oil prices in the period ahead. 
While the rise in non-energy commodity prices has been less pronounced, 
metals prices have increased substantially, owing mainly to rising demand 
from China. 


Chart 3: Commodity prices have firmed since the April Monetary 
Policy Report 
Bank of Canada commodity price index (1982-90 = 100), monthly data 


350 
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2005 2006 2007 2008 2009 
== All commodities (US$) | == Non-energy commodities (US$) 


Source: Bank of Canada 


Developments in Global Financial Markets 


Reduced uncertainty about the global economic outlook, together with 


ongoing support to the financial sector, led to marked improvements in the Reduced uncertainty about the eco- 
global financial system in the second quarter of 2009. As the probability of a nomic outlook, together with ongoing 
more extreme negative outcome for the world economy diminished, global support to the financial sector, has led 
equity markets rebounded and started pricing in a more positive outlook. to marked improvements in the global 
Conditions in corporate bond markets have begun to improve in many coun- financial system. 


tries, with narrowing risk premiums on corporate bonds and rising corporate 
bond issuance (Chart 4). The completion of the stress tests for major U.S. 
banks has helped to restore confidence in financial institutions, contributing 
to lower spreads in the interbank market (Chart 5). 


While these signs of stabilizing financial conditions are encouraging, many 
of the improvements are linked to government interventions. The markets for 
securitized instruments remain severely impaired, and access to credit has 
continued to tighten for households and businesses in many countries, as 
indicated by surveys of senior loan officers. 


Overall, however, recent developments suggest that global financial mar- 
kets are in the process of healing, as the severe distress that characterized 
markets after the collapse of Lehman Brothers last September dissipates. 
Progress in restoring the functioning of financial markets nevertheless 
remains uneven. Additional improvements necessary for a sustained eco- 
nomic recovery are expected to be gradual, and are contingent on banks 
continuing to repair their balance sheets—particularly in the United States 
and Europe. 
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Chart 4: Borrowing costs for businesses have fallen considerably 
Daily data 
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a. Yields on investment-grade corporate bonds. Series may not be comparable across countries owing to 
differences in the mix of credit ratings and duration in different domestic bond markets. 
Sources: Merrill Lynch and Bloomberg 


Chart 5: Short-term funding markets have improved substantially 
Difference between 3-month interbank offered rates and their respective overnight 

index swaps@ 

Daily data 
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a. For the United States and the United Kingdom, LIBOR; for the Euro area, EURIBOR; and for Canada, CDOR 
Source: Bloomberg 
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Outlook for the Global Economy 


The outlook for growth in the major advanced countries in 2009 and 2010 


remains broadly unchanged from the April Report, but the risk of a sustained The outlook for growth in the major 
economic decline has diminished considerably. The Bank now expects the advanced countries remains broadly 
global economy to shrink by 1.7 per cent in 2009, followed by growth of unchanged from the April Report, 
2.3 per cent in 2010 and 3.9 per cent in 2011 (Table 1)." but the risk of a sustained economic 


decline has diminished considerably. 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)° 
global GDP? 
(per cent) 2008 2009 2010 2011 


Rest of the world 


21-0) | 1925 | 35G8) 
1.7 (-0.8) 2.3 (2.2) 3.9 (3.7) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2007. 
Source: IMF, WEO, April 2009 

b. Country breakdown differs from the April 2009 Monetary Policy Report. Numbers in parentheses show projection values for 
the April 2009 Monetary Policy Report based on the new breakdown. 

Source: Bank of Canada 


United States 21 11 (1.7) -2.4 (-2.4) 1.4 (7.2) 3.4 (2.9) 
Euro area 16 0.6 (0.7) -4.4 (-3.5) 0.7 (-0.2) 2.4 (1.6) 
Japan 7 -0.7 (0.7) -6.0 (-6.2) 1.9 (0.1) 2.8 (2.5) 
China 11 91 (9.1) 78 (6.7) 8.3 (77) 9.6 (8.9) 


This gradual recovery of the global economy is underpinned by several 
Critical factors. First, extensive support to the financial sector, together with 
reduced uncertainty about the macroeconomic outlook, should contribute to 
a further normalization of financial markets, resulting in lower borrowing costs 
and increased availability of credit to businesses and households. Second, 
the aggressive fiscal and monetary stimulus already in place should help to 
restore consumer and business confidence, and raise domestic demand. 
Third, once corrections in the housing sectors of several economies are com- 
plete, a significant drag on growth will be removed. Fourth, completion of 

the inventory cycle, most notably in the auto and IT sectors, together with a 
resumption of cross-border trade flows, should support the global recovery. 
However, structural adjustments—most significantly in the auto sector—are 
expected to progress slowly, and rising unemployment and negative wealth 
effects will restrain consumption and investment. The protracted nature of 
the recovery will add to excess production capacity in the global economy, 
holding down wage and price inflation. 


In the United States, economic growth is expected to remain below potential 
in 2009 and 2010, causing unemployment to continue to rise. Fiscal policy is 
expected to provide important stimulus to the economy, supporting a gradual 
recovery in final domestic demand. Motor vehicle production and housing 
starts should also rise once inventories have adjusted, since current levels 
are not sufficient to cover projected replacement rates. These developments 
should increase the demand for Canadian exports. The recovery will never- 
theless be gradual, since lower disposable income and the need to increase 
savings to rebuild household balance sheets will continue to put downward 


1 The Bank of Canada is using a new projection model for the global economy. Since the regional and country breakdowns are 
slightly different from those used in earlier projections, the reporting in Table 1 has changed relative to the April Monetary 
Policy Report. Details on the new model will be provided in a forthcoming Bank of Canada technical report. 
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Annual U.S. GDP is projected to decline 
by 2.4 per cent in 2009, and to grow by 

1.4 per cent in 2010 and by 3.4 per cent 
in 2011. 


Economic growth in China is expected 
to strengthen as fiscal and monetary 
stimulus increase domestic demand 
and help reduce the country’s reliance 
on exports. 
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pressure on consumption through 2009 and 2010. Annual U.S. GDP is pro- 
jected to decline by 2.4 per cent in 2009, and to grow by 1.4 per cent in 2010 
and by 3.4 per cent in 2011. 


The timing and speed of the recovery in other industrialized economies 
reflect past and current policy actions, as well as the state of their banking 
systems. In Europe, the recovery is likely to be more protracted than in the 
United States, reflecting the less-aggressive actions taken so far by European 
policy-makers, as well as ongoing difficulties in the banking system. Europe 
should nevertheless benefit from strengthening global growth, which would 
stimulate economic activity through trade, financial, and confidence link- 
ages. In Japan, inventory adjustments have been unexpectedly rapid, sug- 
gesting that the inventory cycle will exert less drag on output in the near term. 
Newly announced fiscal stimulus and continuing support from monetary 
policy should boost domestic demand, helping to offset the weak external 
environment. 


Economic growth in China is expected to strengthen as fiscal and monetary 
stimulus increase domestic demand and help reduce the country’s reliance 
on exports. In other emerging-market economies, economic conditions were 
very weak in the first half of 2009, but are projected to recover gradually over 
2009 and 2010, contributing to higher global demand and providing further 
support for commodity prices over the medium term (Chart 6). 


Chart 6: Futures curves suggest rising prices for crude oil 
and natural gas 
Monthly data 
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The Canadian Economy 


At the time of the April Report, the Bank projected that the recession in 


Canada would deepen further and that a muted recovery would start in the The downturn in activity in the first half 
fourth quarter of 2009. Factors underpinning the projected recovery included of the year has been less severe, and 
monetary and fiscal stimulus, improvements in global financial conditions growth is now projected to turn positive 
and confidence, the beginning of the recovery in the global economy, and in the third quarter. 


a strengthening in the terms of trade. Recent events have been broadly in 

line with this profile. However, with the economy supported by better finan- 
cial conditions and higher levels of business and consumer confidence than 
anticipated, the downturn in activity in the first half of the year has been less 
severe, and growth is now projected to turn positive in the third quarter. 

In part, this earlier pickup in GDP growth represents a bringing forward of 
household expenditures relative to the Bank’s previous projections, which 
modestly alters the profile of growth over the projection period. Aside from 
these timing considerations, the outlook for the Canadian economy is broadly 
consistent with that presented in April. 


Recent Developments 
Aggregate Demand and Supply 


Canada’s recession intensified in the first quarter of 2009, in line with the 
sharp downturn in the global economy. Real GDP fell by 5.4 per cent (at 
annual rates), the largest quarterly drop since 1991, and real gross domestic 
income (GDI) continued to fall sharply, owing to a further deterioration in the 
terms of trade (Chart 7). The first-quarter decline in real GDP was less than 
had been anticipated in the April Report, reflecting a smaller-than-expected 
reduction in household spending and weaker imports. 


With the exception of government spending, all the major components of 
aggregate demand fell in the first quarter. The decline in exports intensi- 
fied, reflecting the steep drop in U.S. demand and low commodity prices. 
While the weakness in exports was quite generalized, exports of automo- 
tive products were particularly hard hit, plunging by about 80 per cent (at 
annual rates) as a result of depressed motor vehicle sales in the United States 
and the major restructuring under way in the North American auto industry. 
Final domestic demand also fell markedly for a second consecutive quarter, 
as households and firms curtailed spending in response to the decline in 
domestic income and the high level of uncertainty. While inventories across 
all sectors were drawn down in the first quarter, the sharp drop in sales led 
to a further increase in the stock-to-sales ratio (Chart 8), particularly in the 
manufacturing and wholesale sectors. 


The Canadian economy continued to contract in the second quarter of 
2009, although the pace of decline appears to have moderated. Consumer 
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Chart 7: Real gross domestic income has fallen sharply 
Quarterly growth at annual rates 


2005 2006 2007 2008 2009 
—— Real gross domestic income? == Real gross domestic product 
=— Real final domestic demand 


a. Real gross domestic income is current-dollar gross domestic product deflated by the price index for 
final domestic demand. 
Sources: Statistics Canada and Bank of Canada calculations 


Chart 8: Weak sales have led to a further increase in the 
stock-to-sales ratio 
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a. Total sales of goods is final domestic demand less consumption of services plus exports of goods, 
all in constant dollars. 
Sources: Statistics Canada and Bank of Canada calculations 


spending likely picked up, aided by the rebound in confidence and equity 
prices, resilient wage growth, and an improvement in the terms of trade. The 
growth of consumption should nevertheless remain well below trend in the 
second quarter, owing partly to the past erosion of household wealth and 
rising unemployment. The housing sector appears to be reviving, as sug- 
gested by the sharp rebound in the resale market, reflecting improvements in 
consumer confidence and affordability (Chart 9). 


Foreign demand for Canadian goods and services remained very weak in the 
second quarter, however. Although the decline in exports appears to have 
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Chart 9: Improvements in affordability and consumer confidence 
are helping to revive the housing sector 
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a. The value for the second quarter of 2009 is an estimate. This measure captures mortgage payments on 
a typical house purchase as a ratio of average disposable income and does not include property taxes, 
insurance, and utility costs. A decline in the ratio indicates an improvement in affordability. For more 
information on this measure, see <http://credit.bankofcanada.ca>. 

Sources: Multiple Listing Service (MLS), Conference Board of Canada, and Bank of Canada calculations 


slowed, Canadian exporters continue to face a challenging environment, with 
the weakness in U.S. demand, the recent appreciation of the Canadian dollar, 
and ongoing restructuring in the automotive and forest products sectors. 
Business investment also appears to have fallen further, reflecting uncertainty 
about the timing and strength of the global recovery and deteriorating cash 
flows. In addition, firms face ongoing pressure to reduce inventories further in 
response to exceptionally high stock-to-sales ratios. 


In the April Report, the Bank revised down its estimate of potential output 
over the 2009-11 period in light of the important structural changes under 
way in the Canadian economy and the sizable drop in investment. As a result, 
the growth of potential output is expected to slow to 1.1 per cent in 2009 and 
then pick up gradually to 1.5 per cent in 2010 and to 1.9 per cent in 2011.” 


Estimated Pressures on Capacity 


Excess supply in the Canadian economy increased substantially as the 
recession deepened. The Bank’s conventional measure of the output gap 
reached -4.3 per cent in the second quarter of 2009 (Chart 10). In assessing 
excess Capacity, the Bank considers the conventional measure in conjunction 
with several other indicators, particularly since this measure tends to have a 
higher margin of error around turning points.* The Bank’s summer Business 
Outlook Survey (<http://www.bankofcanada.ca/en/bos/2009/summer/bos0709e.pdf>) 
reports that the percentage of firms that would have difficulty meeting an 
unanticipated increase in demand remains at an exceptionally low level. 


2 Inthe October 2008 Monetary Policy Report, the Bank had projected the growth of potential output to be 2.4 per cent in 2009 
and 2.5 per cent in 2010 and 2011. The Bank will provide a more comprehensive review of its estimates for potential output 
growth in the October 2009 Monetary Policy Report. 

3 For adiscussion of possible problems in estimating the output gap at the end of a sample, see J.-P. Cayen and S. van Norden, 
“The Reliability of Canadian Output-Gap Estimates,” North American Journal of Economics and Finance 16, no. 3 (2005): 
373-93. 


The growth of potential output is 
expected to slow to 1.1 per cent in 2009 
and then pick up gradually to 1.5 per 
cent in 2010 and to 1.9 per cent in 2011. 


THE CANADIAN ECONOMY | 


BANK OF CANADA ® MONETARY POLICY REPORT # JULY 2009 


The Bank judges that the economy was 
operating about 3.5 per cent below 

its production capacity in the second 
quarter of 2009. 
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Chart 10: Excess supply in the Canadian economy has increased 
markedly 
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© Some and significant difficulty (left scale) — Output gap? (right scale) 


a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

b. Difference between actual output and estimated potential output. The estimate for the second quarter of 
2009 is based on a projected decrease in output of 3.5 per cent (at annual rates) for the quarter. 

Source: Bank of Canada 


Most labour market indicators mirror the weakness in product markets. The 
economy has continued to shed jobs (albeit at a slowing rate), average hours 
worked have fallen, and the unemployment rate has risen to its highest level 
in 11 years (Chart 11). The percentage of firms reporting labour shortages in 
the Bank’s summer survey increased only slightly, after reaching its lowest 
level in 10 years in the spring survey. 


After reviewing all the indicators of capacity pressures and taking into 
account the weakness in potential output associated with the ongoing 
restructuring in the Canadian economy, the Bank judges that the economy 
was operating about 3.5 per cent below its production capacity in the second 
quarter of 2009. 


Chart 11: Hours worked have fallen, and the unemployment rate 
has risen 
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Inflation and the 2 Per Cent Target 


As expected, total CPI inflation fell sharply in the second quarter. The 
12-month rate of change in total CPI declined from 1.2 per cent in March to 
-0.3 per cent in June (Chart 12), reflecting the large year-on-year drop in 
energy prices. This decline in total CPI inflation was smaller than anticipated 
in the April Report, however, since core inflation remained roughly unchanged 
at 1.9 per cent. This stickiness in core inflation, despite the widening output 
gap, was associated with resilient wage growth relative to the underlying 
trend in productivity. It may also point to a sluggish response of inflation to 
excess supply. Nonetheless, the substantial excess supply in the economy is 
expected to result in lower core inflation over the next few quarters. 


Chart 12: Total CPI inflation has fallen, while core inflation has 
remained stable 
Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 
Source: Statistics Canada 


Measures of near-term inflation expectations have risen somewhat from 

very low levels in recent months, reflecting increases in commodity prices 

as well as improved market sentiment and consumer confidence. The latest 
Consensus Economics forecast for total CPI inflation is 0.4 per cent for 2009. 
The forecasts for 2010 and beyond remain close to the 2 per cent inflation 
target. The Bank’s most recent Business Outlook Survey also showed infla- 
tion expectations increasingly concentrated within the Bank’s inflation-control 
range. 


Canadian Credit Conditions 


Financial conditions in Canada have improved since the April Report, in 

line with recent global developments. Equities have rebounded, spreads 

on Canadian corporate bonds have declined significantly, and corporate 
bond issuance has picked up. Financial conditions in Canada continue to be 
more favourable than in other advanced economies, as has been the case 
throughout the financial crisis. 


Total CPI inflation declined to 

-0.3 per cent in June, while core 
inflation remained roughly unchanged 
at 1.9 per cent. 


Financial conditions in Canada have 
improved since April and continue to be 
more favourable than in other advanced 
economies. 
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Funding costs for Canadian banks remain low (Chart 13). Borrowing costs for 
households are also low, although they have recently increased modestly as 
a result of rising rates on longer-term fixed mortgages (Table 2). In contrast, 
borrowing costs for Canadian businesses have continued to fall in recent 
months (Chart 14), with firms benefiting from the recent sharp reduction 

in spreads.* The effective average interest rate on business borrowing has 
declined by about 65 basis points since the April Report, despite somewhat 


Chart 13: Funding costs for Canadian banks remain low... 
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Sources: Bloomberg, Canadian commercial banks, and Bank of Canada calculations 

Chart 14: ...as do borrowing costs for Canadian households 

and businesses 
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Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions#eir>. 
Source: Bank of Canada calculations 


4 The effective interest rate for households is a weighted average of various mortgage and consumer credit interest rates. The 
weights are derived from data on residential mortgages and consumer credit, adjusted for additional information provided by 
financial institutions. The effective interest rate for businesses is a weighted-average borrowing rate for new lending to non- 
financial businesses, estimated as a function of bank and market interest rates. The weights are derived from business credit 
data. 
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Table 2: Borrowing costs for households and businesses 
Per cent 


Estimated 
effective 
variable 3-month Long-term 

Overnight mortgage bankers’ corporate 

rate rate acceptances | bond rate 


31 July 2007 

18 October 2007 
6 December 2007 
24 January 2008 
24 April 2008 

17 July 2008 

23 October 2008 
11 December 2008 
22 January 2009 
5 March 2009 

23 April 2009 

8 June 2009 

17 July 2009 


Sources: Long-term corporate bond rate, Bloomberg; all other series, Bank of Canada 


higher yields on government bonds. However, respondents in the Bank’s 
latest Senior Loan Officer Survey (SLOS) (<http://www.bankofcanada.ca/en/slos/pdf/ Low borrowing costs for households 
slos1307Q2.pdf>) and Business Outlook Survey (BOS) reported that the pricing and falling borrowing costs for busi- 


and availability of business credit tightened further in the second quarter nesses should help to revive interest- 
(Chart 15).° Nonetheless, the tightening was less generalized and more sensitive spending and support the 
industry-specific than in previous quarters. Overall, low borrowing costs for economic recovery. 


households and falling borrowing costs for businesses should help to revive 
interest-sensitive spending and support the economic recovery. 


One indication of the improvement in Canadian financial conditions is the 
significant increase in the Bank’s financial conditions index (FCI) since April. 
Indeed, the level of the FCI is now slightly above its 10-year average. The 
index reflects the exceptionally low level of the policy rate, which is offsetting 
higher-than-normal spreads on corporate bonds and tightening in lending 
standards (Technical Box 1). 


Household credit continues to grow at a pace near its average since 1992 
and has picked up in recent months (Chart 16). This strength seems to be 
linked to an increased demand for mortgage credit, related to the recent 
rebound in the resale housing market. Business credit, in contrast, has 
been much weaker, recording no growth overall in the three months to May, 
reflecting the weak outlook for business investment, the drawdown in inven- 
tories, and tight credit conditions. There was some shift towards market 
sources of credit, in line with the recent stabilization of financial markets. 


Monetary aggregates have continued to grow strongly, despite declining 
nominal GDP growth. In the three months to May, the narrow aggregate M1+ 
grew at an annual rate of 14.4 per cent, while M2++ grew by 7.6 per cent. It is 
difficult to draw the implications of monetary expansion for economic activity, 


5 The apparent inconsistency between the estimated decline in effective borrowing rates for businesses and the further tighten- 
ing in lending conditions reported in the surveys likely reflects differences in coverage and timing. For instance, the SLOS 
covers business financing only from financial institutions, while the BOS results may be affected by the fact that respondents 
apply for financing infrequently. 
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Chart 15: Financial institutions have further tightened borrowing 
conditions for businesses 

Price and non-price lending conditions: Balance of opinion from 

Senior Loan Officer Survey# 
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Tightening 
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a. The balance of opinion is calculated as the weighted percentage of surveyed financial institutions 
reporting tightened credit conditions minus the weighted percentage reporting eased credit conditions. 

Note: Each series is the simple average of the balances of opinion for the small business, commercial, and 

corporate sectors. 

Source: Bank of Canada 


Chart 16: Household credit growth remains healthy, but 
business credit is flat 
3-month percentage change (at annual rates) 
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=—— Total business credit =~ Total household credit 
=== Historical average of === Historical average of 
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Source: Bank of Canada 


since the demand for money is likely to be abnormally high and more vari- 
able in an environment of very low interest rates and tight credit conditions. 

It is encouraging, however, that money supply has increased to meet higher 
demand. The previous portfolio shifts into more-liquid assets should begin to 
reverse with an improving economic outlook and the normalization of credit 
conditions. 
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Technical Box 1 


Monetary Policy Offsetting Headwinds from Credit Conditions 


The Bank monitors several indicators to gauge net 
financial conditions in Canada. One such indicator, 
the financial conditions index (FCl), provides a mea- 
sure of the net impact of financial conditions on eco- 
nomic activity. The index is constructed by weighting 
seven financial variables: equity and house prices, 
short- and long-term risk-free interest rates, spreads 
over risk-free rates paid by corporate borrowers, 
survey-based measure of overall business-lending 
conditions, and the exchange rate for the Canadian 
dollar.’ The relative weights are determined using 
regression analysis and are based on the impact of a 
given variable on economic activity. 


Chart A: Financial conditions index (FCI) 
Weekly data 


Standard deviations from the mean 


Since the FCI denotes the level of financial conditions 

relative to average conditions over the past 10 years, 

values above zero indicate that conditions are better 

than average, while values below zero indicate that ' 
conditions are worse than average.” Owing to the dif- 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 
ficulty of estimating the impact of changes in financial Source: Bank of Canada calculations 

variables on real economic activity and the short time 

span for some of the data used, the index should be 

interpreted with caution. 


Since the April Report, overall financial conditions 

in Canada as measured by the FCI have improved 
(Chart A). The perceived riskiness of equities and 
corporate bonds has declined, since investors have 
become more confident that the policy measures 
taken worldwide have mitigated the decline in the 
global economy. The improvement in financial con- 
ditions has meant that the level of the FCI is now 
slightly above its 10-year average. It is important 

to note, however, that spreads over risk-free rates 
continue to be considerably higher than the average 
over the past 10 years, exerting a significant drag on 
economic growth. This impact on the FCI is being 
offset by the stimulative effects on economic activity 
coming from the aggressive cuts in the policy rate 
and the Bank’s conditional commitment to keep 
rates at the effective lower bound until the end of the 
second quarter of 2010. 


1 For more information on the FCI, see the Bank of Canada’s website at 
<http://credit.bankofcanada.ca/financialconditions>. 
2 The FClis scaled by its standard deviation from 1999 to the present. 
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The Canadian dollar has strengthened 
since April, averaging about 87 cents 
U.S. 


Canadian monetary and fiscal policies 
have eased considerably since the 
onset of the economic downturn. 
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Exchange Rate 


The Canadian dollar has strengthened since the April Report, trading ina 
range of roughly 81 to 92 cents U.S. and averaging about 87 cents U.S. 
(Chart 17). The appreciation of the Canadian dollar reflects two broad devel- 
opments. The first is rising commodity prices, which have caused similar 
appreciations of other commodity currencies since April. Second is the 
generalized weakening of the U.S. dollar against all major currencies in the 
second quarter of 2009. 


Chart 17: The Canadian dollar has appreciated since the 


April Report 
Daily data 
US$ 

140 1.10 
130 1.00 
120 0.90 
110 0.80 
100 0.70 

90 0.60 

2007 2008 2009 


=—— CERI: Canadian-dollar trade-weighted 
index (against U.S. dollar, euro, yen, 
U.K. pound, Mexican peso, and 
Chinese renminbi) (left scale, 1992 = 100) 


Note: A rise in the index indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada 


=—— Closing spot exchange rate 
for Canadian dollar vis-a-vis 
U.S. dollar (right scale) 


Policy Response 


Canadian monetary and fiscal policies have eased considerably since the 
onset of the economic downturn. In April 2009, the Bank of Canada lowered 
its target for the overnight interest rate to 1/4 per cent—the effective lower 
bound for this target rate—and made a commitment, conditional on the infla- 
tion outlook, to keep the policy interest rate at that level until the end of the 
second quarter of 2010. The Bank also explained the principles that would 
guide any action to provide further monetary stimulus, if needed, at the effec- 
tive lower bound. On 4 June and 21 July, the Bank maintained the target 
overnight rate at 1/4 per cent and reaffirmed its conditional commitment to 
hold the policy rate at that level until the end of the second quarter of 2010. 


Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assump- 
tions: a Canada/U.S. exchange rate averaging 87 cents U.S.; energy prices in 
line with recent futures prices; prices for non-energy commodities increasing 
progressively as the global economy recovers; and global credit conditions 
remaining tight through early 2010, before improving gradually. 
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Aggregate Demand and Supply 


The Bank’s base-case projection now sees growth in the Canadian economy 
resuming in the third quarter of 2009, one quarter earlier than anticipated 

in the April Report (Chart 18). This somewhat more favourable short-term 
outlook reflects a more modest retrenchment in household and business 
spending, as negative effects on confidence dissipate, financial market con- 
ditions improve, and the terms of trade increase more quickly than previously 
anticipated. The medium-term outlook for growth is broadly consistent with 
that in the April Report (Table 3). However, growth is projected to be stronger 
through to mid-2010 and then weaker over the rest of the projection horizon. 


Chart 18: Real GDP growth is expected to rebound in the 
second half of 2009 
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Sources: Statistics Canada and Bank of Canada calculations 


Table 3: Contributions to average annual real GDP growth 
Percentage points* 


Consumption 1.7 (1.6) -0.2 (-0.8) 1.3 (1.0) 1.4 (2.0) 


Housing -0.2 (-0.2) -0.6 (-1.1) 0.1 (0.2) 0.2 (0.7) 
Government 11 (0.8) 1.0 (1.1) 1.3 (1.3) maa Gf (0.4) 
Business fixed investment 0.0 (0.2) -1.6 (-1.6) 0.1 -0.3) 0.9 (1.1) 
Subtotal: Final domestic demand 2.6 (2.4) -1.4 (-2.4) 2.8 (2.2) 2.1 (3.4) 
-1.6 (-1.6) -5.3 (-4.6) 2.0 (1.6) 2.4 (2.4) 
-0.3 (-0.2) ony (gee), -2.8 (-2.0) -2.3 (-3.0) 
Subtotal: Net exports -1.9 (-7.8) 0.4 (0.9) -0.8 (-0.4) 0.1 (-0.6) 
Inventories -0.3 (-0.1) 1.3 (-1.5) 1.0 (0.7) 1.3 (1.9) 
GDP 0.4 (0.5) -2.3 (-3.0) 3.0 (2.5) 3.5 (4.7) 


Memo items: 


Potential output 1.7 (2.0) 14 (1.2) 1.5 (1.5) 1.9 (1.9) 
Real gross domestic income (GDI) 2.0 (2.0) -5.9 (-6.4) 3.9 (2.5) 4.4 (6.3) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. 
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The Canadian economy is projected to 
contract by 2.3 per cent this year, and 
grow by 3.0 per cent in 2010 and by 


3.5 per cent in 2071. 
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On an annual average basis, the economy is projected to contract by 2.3 per 
cent this year, and to grow by 3.0 per cent in 2010 and by 3.5 per cent in 2011. 


Despite the upward revision to their spending profile in 2009 and 2010, 
households are expected to remain cautious in light of the continued weak- 
ness in labour markets and the erosion in household wealth from past 
declines in equity and house prices. As a result, the personal savings rate 

is expected to remain elevated over the projection horizon, at or above its 
average since the mid-1990s. This adjustment returns the share of consumer 
spending in nominal GDP to its long-run average. This share has been rela- 
tively stable in Canada, in contrast to the situation in the United States, where 
it has risen substantially (Chart 19). The stimulus coming from monetary and 
fiscal policies should help to support household spending over the projection 
horizon. 


Chart 19: Consumer spending in Canada as a share of 
nominal GDP is expected to return to its long-run average 
Ratio of nominal consumption to GDP, quarterly data 
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Note: 2009Q2 to 201104 are base-case projections. 
Sources: U.S. Bureau of Economic Analysis, Statistics Canada, and Bank of Canada calculations 


Business fixed investment is expected to contract sharply in 2009, reflecting 
the ongoing and substantial drop in corporate profits, tight credit conditions, 
the high level of uncertainty, and excess production capacity. Firms are also 
expected to draw down their inventories, and this is projected to subtract sig- 
nificantly from GDP growth in 2009. The improvement in financial conditions 
and economic activity, as well as higher commodity prices, should help boost 
business spending in 2010. 


Export volumes are expected to recover over the projection period in 
response to the improvement in external demand—partly reflecting a pickup 
in motor vehicle production in North America (from the very low levels in 
2009) and a rebound in U.S. housing activity—as well as higher commodity 
prices. Canadian exporters will benefit disproportionately from the U.S. 
recovery in 2010-11, since the projected growth in the Bank’s U.S. activity 
index (Technical Box 2) is higher than the expected growth in U.S. real 
GDP over this period (Chart 20). Import volumes are also projected to pick 
up, starting in the second half of 2009, in line with the anticipated economic 
recovery and the recent appreciation of the Canadian dollar. 


BANK OF CANADA ® MONETARY POLICY REPORT #® JULY 2009 


Technical Box 2 


The U.S. Activity Index Used at the Bank of Canada 


Because the United States is the primary market for 
Canada’s exports, export volumes are heavily influ- 
enced by U.S. economic activity. Some areas of U.S. 
activity are far more important for Canadian exports 
than others, however, and this is not properly cap- 
tured by conventional measures of U.S. aggregate 
demand, such as real GDP. Canada exports finished 
goods that feed specific components of U.S. final 
demand (e.g., motor vehicles) as well as commodities 
and intermediate goods that are inputs to U.S. pro- 
duction (e.g., motor vehicle parts). The various export 
categories have different weights in total exports, and 
the specific U.S. markets they serve show cyclical 
variations, the timing and amplitude of which differ 
markedly from those of U.S. aggregate demand. To 
gauge how the overall market for Canadian exports 
evolves over the business cycle, the Bank of Canada 
uses a U.S. activity index that weights specific U.S. 
demand and production variables according to the 
relative size of the related categories in total Canadian 
exports. 


The U.S. activity index performs better than other 
aggregate activity variables in predicting total 
Canadian exports, using an econometric model that 
controls for changes in the relative price of exports. 
As shown in Chart A, Canadian exports fit more 
closely with the U.S. activity index than with U.S. real 
GDP,' but divergences are to be expected in periods 
of large cumulative movements in the exchange rate 
for the Canadian dollar, such as 2003-08. 


1 Over the 1998Q2-200901 period, the correlation coefficients between changes in real 
total Canadian exports and changes in the U.S. activity index and real U.S. GDP are 
0.66 and 0.55, respectively. 


Chart A: Real Canadian exports and measures of the 
U.S. market 


Index: 2002 = 100 
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—— U.S. activity == U.S. real GDP 
measure level level 


=—— Total Canadian 
exports 


Sources: U.S. Bureau of Economic Analysis, U.S. Federal Reserve, Statistics Canada, 
and Bank of Canada calculations 


Export category U.S. activity variable (index) Weight (%) 


Forestry products Residential construction 


Other intermediate 


goods Industrial production 


Motor vehicle parts Motor vehicle production 


Motor vehicles Motor vehicle sales 


Investment in machinery 
and equipment 


Machinery and 
equipment 


Personal expenditures on goods | 


Consumer goods 


U.S. GDP 


Note: All the variables are in real terms. Data for residential construction, investment in 
machinery and equipment, personal expenditures on goods, and GDP originate from 
the U.S. national accounts, NIPA, compiled by the U.S. Bureau of Economic Analysis 
(BEA). Industrial production and motor vehicle production correspond to the industrial 
production indexes—total and motor vehicles—compiled by the U.S. Federal Reserve 
Board. Motor vehicle sales correspond to the sum of the unit auto sales and light truck 
sales in BEA’s NIPA Table 7.2.58. 
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Chart 20: The composition of U.S. demand should be more 
favourable to Canadian exports 
Quarterly growth at annual rates 
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=== Base-case projection === Base-case projection 


Sources: U.S. Bureau of Economic Analysis, U.S. Federal Reserve, and Bank of Canada calculations 


As economic activity begins to improve, excess supply will gradually be 
absorbed, and the economy is expected to reach production capacity in the 
middle of 2011. 


The Projection for Inflation 


Core inflation is expected to decline to a trough of 1.4 per cent in the fourth 
quarter of 2009, reflecting the significant excess supply in the Canadian 
economy and a continued deceleration in food prices (Table 4). This is higher 
than expected in the April Report, owing mainly to the smaller output gap. 
With excess supply being absorbed gradually, and with inflation expectations 
well anchored, core inflation is projected to return to 2 per cent in the second 
quarter of 2011. 


Table 4: Summary of the base-case projection? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


wTl 
(level) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 
two weeks ending 17 July 2009. 
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Total CPI inflation is expected to continue to fall in the third quarter of 2009, 


reaching a trough of -0.7 per cent, before returning to the Bank’s 2 per cent Both total and core inflation are 
target in the second quarter of 2011. expected to return to the Bank’s 
nee 2 per cent target in the second 
The uncertainty around the Bank’s inflation projection is illustrated using fan quarter of 2011. 
charts. Chart 21 and Chart 22 show the 50 per cent and 90 per cent con- 
fidence bands for year-over-year core and total CPI inflation from the third 
quarter of 2009 to the end of 2011.° They show, in particular, the slight down- 
ward tilt to the confidence bands that results from monetary policy operating 
at the effective lower bound. 
Chart 21: Projection for core CPI inflation Chart 22: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
% % 


2009 2010 2011 2009 2010 2011 


—— Base-case scenario 50 per cent confidence interval 


=—— Base-case scenario 50 per cent confidence interval 


90 per cent confidence interval 90 per cent confidence interval 


6 Technical details on the construction of the fan charts are available at <http://www.bankofcanada.ca/en/mpr/pdf/ 
backgrounder_fancharts.pdf>. 
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RISkS to tne Outlook 


Although the vigorous policy actions taken by monetary and fiscal authori- 
ties around the world appear to have reduced the probability of an extreme 
negative outcome for the global economy, and recent developments provide 
encouraging signs of a potential upturn in global and Canadian economic 
activity, significant upside and downside risks remain to the Bank’s inflation 
projection for Canada. 


The main upside risks to inflation relate to domestic factors, and the pos- 
sibility that the momentum in economic activity will be stronger and more 
sustained than currently anticipated. While the Bank’s latest base-case pro- 
jection already incorporates a somewhat faster pickup in domestic demand 
than had been expected in the April Report, the recent rebound in consumer 
confidence, coupled with improvements in financial conditions, could lead 
to less precautionary saving, stronger growth, and an earlier return to the 

2 per cent inflation target. Another upside risk to inflation is the possibility that 
potential output will be lower than the Bank’s revised estimate, if the exten- 
sive restructuring in certain sectors is more protracted and the investment 
response more delayed than currently envisaged. 


The principal downside risks to inflation relate mainly to the external sector. 
The restoration of normal financial conditions could be more gradual than 
expected and further setbacks cannot be precluded—triggered, for example, 
by unexpected losses at financial institutions or by escalating concerns about 
current account and budgetary imbalances. Such developments could have 
serious spillover effects in Canada through trade, financial, and confidence 
channels. Importantly, a stronger and more volatile Canadian dollar could act 
as a significant drag on growth and put additional downward pressure on 
inflation. 


While the underlying macroeconomic risks to the projection are roughly bal- 
anced, the Bank judges that, as a consequence of operating at the effective 
lower bound, the overall risks to its inflation projection are tilted slightly to the 
downside. 


RISKS TO THE OUTLOOK 
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TUN | BANK OF CANADA 
win Bets BANQUE DU CANADA 


Monetary Policy Report 


Summary 


July 2009 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
updated outlook based on information received up to 21 July 2009. 


The global economy has suffered an intense, 
synchronous recession and considerable excess 
supply has opened up. There are now increasing 
signs that economic activity has begun to expand in 
many countries in response to monetary and fiscal 
policy stimulus and measures to stabilize the global 
financial system. However, the recovery is nascent. 
Effective and resolute policy implementation remains 
Critical to sustained global growth. 


The dynamics of the recovery in Canada remain 
broadly consistent with the Bank’s medium-term out- 
look in its April Monetary Policy Report. Stimulative 
monetary and fiscal policies, improved financial 
conditions, firmer commodity prices, and a rebound 
in business and consumer confidence are spur- 

ring domestic demand growth. However, the higher 
Canadian dollar, as well as ongoing restructuring in 
key industrial sectors, is significantly moderating the 
pace of overall growth. 


Some of the early strength in domestic demand 
represents a bringing forward of household expen- 
ditures, which modestly alters the profile of growth 
over the projection period relative to the April Report. 
The Bank projects that the economy will contract by 
2.3 per cent in 2009 and then grow by 3.0 per cent in 
2010 and 3.5 per cent in 2011, reaching production 
Capacity in the middle of 2011. 


Total CPI inflation declined to -0.3 per cent in 

June and should trough in the third quarter of this 
year before returning to the 2 per cent target in the 
second quarter of 2011 as aggregate supply and 
demand return to balance. Core inflation held up at 


Highlights 


e¢ The global economic recovery is nascent. 


Effective and resolute policy implementation 
remains Critical to sustained global growth. 


The dynamics of the recovery in Canada 
remain broadly consistent with the Bank’s 
medium-term outlook in April, although the 
growth profile is slightly altered by a faster 
rebound in domestic demand. 


Economic growth in Canada is expected to 
turn positive in the third quarter. Real GDP is 
projected to decline by 2.3 per cent this year 
and to grow by 3.0 per cent in 2010 and by 
3.5 per cent in 2011. 


Both total CPI and core inflation should trough 
in the second half of this year and return to 
2 per cent in the second quarter of 2011. 


The Bank maintained its policy rate at 1/4 per 
cent and reaffirmed its conditional commit- 
ment to hold its current policy rate until the end 
of the second quarter of 2010. 


As a consequence of conducting monetary 
policy at the effective lower bound, the Bank 
judges that the risks to its inflation projection 
are tilted slightly to the downside. 


SUMMARY 
BANK OF CANADA ® MONETARY POLICY REPORT ® JULY 2009 


1.9 per cent in the second quarter of 2009. The Bank 
still expects core inflation to diminish in the second 
half of this year before gradually returning to 2 per 
cent in the second quarter of 2011. 


Although the vigorous policy actions taken by mone- 
tary and fiscal authorities around the world appear to 
have reduced the probability of an extreme negative 
outcome for the global economy, significant upside 
and downside risks remain to the inflation projection 
for Canada. 


The main upside risks to inflation relate to domestic 
factors, and the possibility that economic momentum 
will be stronger and more sustained than currently 
anticipated. Another upside risk to inflation is the 
possibility that potential output will be lower than 

the Bank’s revised estimate, if the extensive restruc- 
turing in certain sectors is more protracted and the 


Summary of the base-case projection? 


Real GDP 
(quarter-over-quarter 
percentage change) 


investment response is more delayed than currently 
envisaged. 


The principal downside risks to inflation relate mainly 
to the external sector. The restoration of normal 
financial conditions could be more gradual than 
expected, and further setbacks cannot be precluded. 
Such developments could have serious spillover 
effects in Canada through trade, financial, and con- 
fidence channels. Importantly, a stronger and more 
volatile Canadian dollar could act as a significant 
drag on growth and put additional downward pres- 
sure on inflation. 


While the underlying macroeconomic risks to the pro- 
jection are roughly balanced, the Bank judges that, 
as a consequence of operating at the effective lower 
bound, the overall risks to its inflation projection are 
tilted slightly to the downside. 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


wil 
(level) 


a. Figures in parentheses are from the base-case projection in the April Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 


two weeks ending 17 July 2009. 
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On 4 June and 21 July, the Bank reaffirmed its The Bank retains considerable flexibility in the con- 


conditional commitment to maintain its target for duct of monetary policy at low interest rates, consis- 


the overnight rate at the effective lower bound of tent with the framework outlined in the April Report. 
1/4 per cent until the end of the second quarter of 
2010 in order to achieve the inflation target. 


Total CPI inflation has fallen, while core inflation has remained 
stable 
Year-over-year percentage change, monthly data 


2005 2006 2007 2008 2009 
Ota | CPi = COre Cea Control range === Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 
Source: Statistics Canada 


Real GDP growth is expected to rebound in the 
second half of 2009 


2007 2008 2009 2010 2011 
=— Year-over-year percentage [J Quarter-over-quarter percentage 
change in real GDP change in real GDP, at annual rates 
== Base-case projection W Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July, and October)* 
Senior Loan Officer Survey (quarterly: January, April, July, and October)* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (published each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 

A History of the Canadian Dollar James Powell (available at Can$8 
plus GST and PST, where applicable) 


* Only available on the Bank's website. 


Bank of Canada Publications Catalogue, 2008 

A collection of short abstracts of articles and research papers published in 
2008. Includes a listing of work by Bank economists published in outside 
journals and proceedings. 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus GST and 
PST, where applicable. Papers and proceedings from Bank of Canada confer- 
ences, seminars, and workshops held after April 2005 are now published 
exclusively on the Bank’s website. 


Technical Reports, Working Papers, and Discussion Papers 
Technical Reports, Working Papers, and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Single copies may be obtained without charge. Technical Reports 
dating back to 1994 are available on the Bank’s website, as are Working 
Papers back to 1994. Discussion papers deal with finished work on technical 
issues related to the functions and policy-making of the Bank. They are 

of interest to specialists and other central bankers. Discussion papers for 
2007-2009 are available on the Bank’s website. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9 


Telephone: 613 782-8248: toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable, and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 


changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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Recent events were a watershed. A powerful and 
sustained restructuring of the global economy has 
begun. Canada is entering this period with many 
strengths, but the efforts required of us will be historic. 
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C)vernview 


Recent indicators point to the start of a global recovery from a deep, syn- 
chronous recession. Global economic and financial developments have been 
somewhat more favourable than expected at the time of the July Report, 
although significant fragilities remain. 


A recovery in economic activity is also under way in Canada. This resumption 
of growth is supported by monetary and fiscal stimulus, increased house- 
hold wealth, improving financial conditions, higher commodity prices, and 
stronger business and consumer confidence. However, heightened volatility 
and persistent strength in the Canadian dollar are working to slow growth 
and subdue inflation pressures. The current strength in the dollar is expected, 
over time, to more than fully offset the favourable developments since July. 


Given all of these factors, the Bank now projects that, relative to the July 
Report, the composition of aggregate demand will shift further towards final 
domestic demand and away from net exports. Growth is expected to be 
slightly higher in the second half of this year than previously projected but to 
average slightly lower over the balance of the projection period. The Canadian 
economy is projected to grow by 3.0 per cent in 2010 and 3.3 per cent in 2011, 
after contracting by 2.4 per cent this year. This is a Somewhat more modest 
recovery in Canada than the average of previous economic cycles. 


The Bank now expects that the output gap will be closed in the third quarter 
of 2011, one quarter later than it had projected in July. Correspondingly, 
inflation is also expected to return to the 2 per cent target in the third quarter 
of 2011, one quarter later than in July’s projection. 


The risks to the outlook remain elevated, although they have diminished 
somewhat since the July Report, with accumulating evidence of a recovery in 
the global and Canadian economies. 


The main upside risks to inflation relate to the possibility of a stronger-than- 
anticipated recovery in the global economy. A stronger global recovery would 
be transmitted to Canada via trade, financial, confidence, and commodity- 
price channels. There is also the risk that Canadian domestic demand could 
be more robust and have a more sustained momentum than projected. 


On the downside, a stronger-than-assumed Canadian dollar, driven by global 
portfolio movements out of U.S.-dollar assets, could act as a significant 
further drag on growth and put additional downward pressure on inflation. 
Another important downside risk is that the global recovery could be even 


_ more protracted than projected if self-sustaining growth in private demand, 
_ which will be required for a solid recovery, takes longer than expected to 
_ materialize. 
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This report includes information received up to the fixed announcement date on 20 October 2009. 
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OVERVIEW 


Over the medium term, global macroeconomic imbalances continue to pose 
significant risks to the outlook. 


While the underlying macroeconomic risks to the projection are roughly bal- 
anced, the Bank judges that, as a consequence of operating at the effective 
lower bound, the overall risks to its inflation projection are tilted slightly to the 
downside. 


On 10 September and 20 October, the Bank reaffirmed its conditional 
commitment to maintain its target for the overnight rate at its current level of 
1/4 per cent until the end of the second quarter of 2010 in order to achieve 
the inflation target. In its conduct of monetary policy at low interest rates, the 
Bank retains considerable flexibility, consistent with the framework outlined in 
the April Report. 
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The Global Economy 


Recent Developments 


Recent indicators point to the start of a global recovery, following a deep, 


synchronous global recession. Economic and financial developments have Recent indicators point to the start of 
been somewhat more favourable than expected at the time of the July a global recovery, following a deep, 
Monetary Policy Report, although significant fragilities remain. Vigorous and synchronous global recession. 


coordinated fiscal and monetary policy stimulus in the G-20 economies, 
including a wide range of measures to support the flow of credit, have been 
sustaining aggregate demand, but evidence of self-sustaining private 
demand remains modest. Necessary adjustments on both the real and finan- 


cial sides of the global economy are under way, and will involve a significant Necessary adjustments on both the 
and protracted rotation of global demand, as well as deleveraging by U.S. real and financial sides of the global 
and European banks, households, and firms. economy are under way. 


Led primarily by Asian economies, the turnaround in global output began in 
the second quarter, slightly earlier than anticipated. In the euro area and 
North American economies, real GDP declined further in the second quarter, 
as expected, although at a much slower pace than in preceding quarters. 
More recent monthly data suggest that global output picked up in the third 
quarter, partly reflecting the impact of the temporary fiscal measures that 
have been adopted in most major economies, as well as a short-term boost 
to growth from a turn in the inventory cycle (Chart 1). 


In the United States, annual comprehensive revisions to the national accounts 
show that, through the first quarter of 2009, the recession was even deeper 
than previously estimated.’ However, as expected, real GDP declined at a 
much slower pace in the second quarter of 2009. Despite sizable fiscal stim- 
ulus, final domestic demand continued to fall, with additional reductions in 
household consumption and further large declines in private fixed investment. 
De-stocking also continued during the second quarter. More recent indica- 
tors, such as an improvement in consumer confidence and a rise in new 
manufacturing orders, point to a rebound in aggregate real economic activity 
in the third quarter. However, this rebound appears to be related largely to a 
turn in the inventory cycle and to the temporary support provided by govern- iS 
ment stimulus programs. The U.S. government’s Car Allowance Rebate activity. 
System (CARS), which ended in late August, provided a major boost to auto 

sales and production during the third quarter. At the same time, aided partly 

by the government’s tax credit program for first-time homebuyers, the 

housing sector appears to have bottomed out, and some firming in house 

prices is evident. 


In the United States, recent indicators 
point to a rebound in real economic 


1. The decline in real GDP through the first quarter of 2009, from its peak in the second quarter of 2008, is now 3.7 per cent, 
compared with the previously reported 3.1 per cent. 
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Real economic activity in major over- 
seas countries was stronger than 


expected. 


Commodity prices have firmed. 


A 


THE GLOBAL ECONOMY 


Chart 1: Real GDP growth in the major economies points to 
the start of a global recovery 
Quarterly growth at annual rates 


2005 2006 2007 2008 2009 
—— Canada == United States = Euroarea == Japan 


Note: The values for 2009Q3 are estimates. 
Sources: Statistics Canada, U.S. Bureau of Economic Analysis, Eurostat, Japan Statistics Bureau, 
and Bank of Canada calculations 


Real economic activity in major overseas countries was stronger than 
expected, with France, Germany, and Japan all recording positive growth in 
the second quarter. Growth in the euro area as a whole contracted slightly, 
but still exceeded expectations. The favourable developments in Europe 
mainly reflect more robust household spending, buoyed by temporary 
government incentive programs for car purchases and substantial support 
from automatic stabilizers. The combination of inventory adjustments that 
appear to be well advanced, relatively strong data for new orders in the 
manufacturing sector, more positive surveys for the services sector, and a 
general improvement in household and business confidence suggests that 
the euro area economy troughed in the second quarter. Growth in Japan was 
supported by government cash transfers to low-income households and tax 
rebates on energy-efficient vehicles and home appliances. A rebound in 
exports of automobiles and electronics from a very weak level also contrib- 
uted to stronger real GDP growth. 


Economic growth in China in the second quarter was also stronger than 
anticipated, reflecting the impact of massive fiscal stimulus concentrated in 
infrastructure projects and incentives for consumer spending. Rapid credit 
expansion has also fuelled a sharp pickup in consumption and investment. In 
the rest of the world, following a larger-than-anticipated contraction in the first 
quarter, available data suggest that growth resumed in the second quarter. 
There are considerable disparities across regions, however, with emerging 
economies in Asia rebounding the most strongly, aided by the strength in 
China and by supportive macroeconomic policies. 


World oil prices and, to a lesser extent, non-energy commodity prices 
(particularly metals) have firmed since their trough in the first quarter, but 
nonetheless remain well below the levels reached in mid-2008 (Chart 2). A 
strong increase in demand from China, associated with large, commodity- 
intensive infrastructure projects and some accumulation for investment 
purposes, has been a key contributor to the recent rise in commodity prices. 
The improved outlook for demand and the reduction in financing costs have 
provided greater incentives for companies to build inventories. These factors, 
together with supply cuts by OPEC, have also helped boost world oil prices. 
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Chart 2: Commodity prices have firmed since the first quarter 
Bank of Canada commodity price index (1982-90 = 100), monthly data 
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Source: Bank of Canada 


In contrast to developments in the oil sector, natural gas prices have 
remained relatively low because of the considerable excess supply in the 
North American market, stemming mainly from a shift in U.S. production 
towards unconventional sources (shale gas) (Technical Box 1). 


As expected, total consumer price inflation has fallen sharply around the 
world since mid-2008, reflecting the sizable decline in oil and other com- 
modity prices through early 2009. Indeed, annual rates of total inflation in 
most advanced economies are now below zero (Chart 3). The emergence of 
excess supply has also dampened underlying inflation rates. This downward 
pressure on core inflation has been mitigated in many economies, however, 
by the aggressive monetary policy actions taken early in the crisis (Chart 4), 
which have helped to anchor long-term inflation expectations, and also by 
price and wage rigidities, particularly in the services sector. 


Chart 3: Total CPI has fallen in most advanced economies 
Year-over-year percentage change, monthly data 
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Sources: Statistics Canada, U.S. Bureau of Economic Analysis, Eurostat, and Japan Statistics Bureau 


Annual rates of total CPI inflation in 
most advanced economies are now 


below zero. 
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Technical Box 1 


Recent Developments in the Natural Gas Sector 


World prices for many commodities have risen since 
the start of the year, with the important exception of 
natural gas. After reaching a high of over US$13/Mbtu 
in mid-2008, natural gas prices are now hovering near 
US$4/Mbtu, up slightly from their recent lows. Oil 
prices, however, have increased substantially in 2009 
(Chart 1-A). Since 1980, the ratio of the price of a 
barrel of crude oil to the price of an Mbtu of natural 
gas has been approximately 9:1; the current ratio of 
around 21:1 is exceptionally high.’ This divergence is 
explained by the development of shale gas in the 
United States, which coniributed to an 8 per cent 
rise in U.S. production in 2008 (one of the largest 
increases since the 1970s). Increased supply, com- 
bined with decreased demand resulting from the 
global economic downturn, has led to record storage 
levels and persistently low prices in the North 
American market for natural gas (Chart 1-B). 


This is a noteworthy development for the Canadian 
economy, given the importance of the natural gas 
sector for Canada’s exports. Its contribution to net 
exports as a proportion of GDP has remained larger 


Chart 1-A: Natural gas prices are weak compared with 
crude oil prices... 
Monthly data 
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Note: Values for crude oil and natural gas prices in October 2009 are estimates based on 
the average daily spot prices up to 16 October 2009. 
Source: NYMEX 
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than that of crude oil, despite the increase in the ratio 
of net exports of crude oil to GDP in recent years 
(Table 1-A). From 1996 to 2005, the natural gas sec- 
tor’s share of Canadian total gross output has more 
than tripled, increasing from 0.6 per cent to 2 per 
cent.” The sector’s share of total Canadian production 
by 2005 was roughly the same as that of crude oil. 


The weaker profile for natural gas prices in recent 
quarters has reduced drilling activity and will depress 
investment in this sector for a period of time. 


Table 1-A: Canada’s net exports of crude oil and 
natural gas 
(As a percentage of GDP) 


1996 | 2000 | 2005 | 2007 | 2008 
0.5 0.6 1 es 


Crude oil OHS 


Natural gas 0.9 1.9 2.6 1.8 21 


1 The heat-content ratio of oil to natural gas is 6:1. 
2 The contributions to gross production are calculated using input-output tables. 


Chart 1-B:... reflecting excess supply in the 
North American natural gas market 
Weekly data 
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Chart 4: Policy rates have remained at historic lows in 
most countries 
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Sources: Bank of Canada, U.S. Federal Reserve, European Central Bank, and Bank of Japan 


Developments in Global Financial Markets 


Conditions in global financial markets have improved substantially and some- 
what more rapidly than anticipated in recent months, consistent with the view 
that the global recession has bottomed out and that the probability of an 
extreme negative outcome has receded. These improvements, if sustained, 
will help repair household and business balance sheets and boost confi- 
dence, supporting growth in the real economy. 


Nevertheless, strains remain in certain markets, and further setbacks are 
possible. Although signs of recovery are apparent, securitization markets are 
still operating at a fraction of their pre-crisis levels and credit conditions at 
banks are still relatively tight, owing to ongoing deleveraging. While recent 
increases in asset prices are helping, the deterioration in loan quality associ- 
ated with the economic downturn is likely to prolong the deleveraging 
process. Stimulative monetary policies and direct interventions in specific 
markets have remained an important source of support. 


Funding markets for financial institutions have been normalizing, with interest 
rate levels reaching record lows, and spreads in short-term funding markets 
falling below pre-Lehman levels (Chart 5). As a result, recourse to central 
bank facilities has diminished considerably, and a number of central banks 
have begun to reduce some of their extraordinary liquidity programs. 
Increasingly, large financial institutions have also been able to access the 
market for longer-term financing without direct government guarantees. 


Financing conditions for businesses have improved as well. For both financial 
and non-financial issuers, credit spreads are down substantially from their 
peaks, although they remain elevated relative to their historical averages. With 
the yields on benchmark government bonds remaining relatively low, overall 
corporate yields are now well below the levels that prevailed earlier this year 
(Chart 6). Improved market access has contributed to a record amount of 
global long-term corporate bond issuance since the beginning of the year. In 
addition, global equity markets have registered strong gains since the troughs 
reached in March. 


Conditions in global financial markets 


have improved substantially and some- 


what more rapidly than anticipated . . 


... Nevertheless, strains remain in 
certain markets, and further setbacks 
are possible. 
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Chart 5: Short-term funding markets have improved greatly 
Difference between 3-month interbank offered rates and their respective overnight 
index swaps4 

Daily data 
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a. For the United States and the United Kingdom, LIBOR; for the Euro area, EURIBOR; and for Canada, CDOR 
Source: Bloomberg 


Despite these marked improvements in global financial markets, bank lending 
conditions for households remain relatively tight outside of Canada. Banks in 
the euro area and the United States continue to restrict access to credit for 
most types of loans, although surveys of senior loan officers show that the 
pace of credit tightening is slowing. The combination of tighter credit condi- 
tions and depressed demand have halted growth in household credit in the 
euro area and produced outright contractions in the United States. 


While policy interventions have helped to stabilize global financial markets 
and to improve credit conditions, additional comprehensive and timely 
actions will be needed to put the recovery on a firm footing and reduce the 
probability of future crises. 


Chart 6: Borrowing costs for businesses have come down 
markedly# 
Daily data 


2007 2008 2009 
—— Canada == United States = Euroarea == United Kingdom 
a. Yields on investment-grade corporate bonds. Series may not be comparable across countries, owing to 


differences in the mix of credit ratings and duration in different domestic bond markets. 
Sources: Merrill Lynch and Bloomberg 
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Outlook for the Global Economy 


The outlook for global economic growth in the second half of 2009 and 
through 2010 has strengthened since the July Report, particularly for China 
and smaller emerging economies in Asia. However, considerable uncertainty 
still surrounds the global outlook. The recovery is expected to be more 
gradual than usual. This is because underlying private demand in many econ- 
omies is expected to recover only slowly as significant balance-sheet and 
structural adjustments run their course. Experience shows that recessions 
precipitated by financial crises have larger and longer-lasting adverse effects 
on potential output than do other types of recessions. The significant rotation 
in global demand that will be required to put growth on a sustainable path will 
make the adjustment process especially challenging. 


Our estimates suggest that the growth of global production potential will slow 
from over 4 per cent in the years just prior to the crisis to about 3 per cent 
during the 2009-11 period. In that context, the Bank now expects the global 
economy to shrink by 1.6 per cent in 2009, followed by growth of 3.1 per cent 
in 2010 and 4.0 per cent in 2011 (Table 1). 


The gradual recovery is underpinned by the same factors highlighted in our 
previous projections. First, the fiscal and monetary stimulus in place should 
continue to support domestic demand. Part of this has already come through 
the effects of lower interest rates and rising asset prices on wealth. Second, 
a further gradual normalization of financial markets and the completion of 
deleveraging in the financial sector should result in increased availability of 
credit to businesses and households. Third, the turn in the inventory cycle 
and the completion of stock adjustment in the housing sectors of several 
economies should contribute positively to overall growth. 


With the level of world aggregate demand expected to recover only gradually, 
significant excess capacity in the global economy should persist over the 
projection horizon, contributing to a subdued inflation profile. 


In the United States, the pace of the recovery starting in the third quarter of 
2009 is projected to be somewhat faster than in the July Report, since some 
of the ongoing adjustments in the economy appear to be more advanced 
than previously assumed. Fiscal stimulus, together with a positive boost from 
inventories, should be key contributors to the recovery. The rebound in con- 
sumption expenditures is projected to be more moderate than in previous 
cycles, however, largely reflecting the need for households to rebuild savings 
following the sharp decline in their wealth. This adjustment brings the share of 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
global GDP? 
(per cent) 2008 2009 2010 2011 


United States 0.4 (7.1) -2.5 (-2.4) 1.8 (7.4) 3.8 (3.4) 
Euro area 0.5 (0.6) -3.9 (-4.4) 0.9 (0.7) 2.4 (2.4) 
Japan 7 -0.7 (-0./) -5.7 (-6.0) 1.7 (1.9) 2.5 (2.8) 


China a) 8.1 (7.8) 8.9 (8.3) 8.9 (9.6) 


11 
Rest of the world 3.9 (3.9) 24 (21) 3.3 (1.9) 3.7 (3.5) 
eee TONE I ave xs arulbeream eas 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2007. 
Source: IMF, WEO, April 2009. 

b. Numbers in parentheses are projections used for the July 2009 Monetary Policy Report. 

Source: Bank of Canada 


The outlook for global economic growth 
has strengthened since the July Report, 
particularly for China and smaller 
emerging economies in Asia. 


The Bank expects the global economy 
to shrink by 1.6 per cent in 2009, 
followed by growth of 3.1 per cent in 
2010 and 4.0 per cent in 2071. 


In the United States, ongoing adjust- 
ments in the economy appear to 

be more advanced than previously 
assumed. 
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U.S. real GDP is expected to decline 

by 2.5 per cent in 2009, and to grow by 
1.8 per cent in 2010 and by 3.8 per cent 
in 2011. 
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consumer spending in GDP over the projection horizon closer to its long-run 
average (Chart 7). Consumption will also be restrained by continued weak- 
ness in disposable income as labour market conditions deteriorate further 
over the coming quarters, and by credit conditions that remain relatively tight. 
A gradual recovery in residential investment is expected to have begun in the 
second half of 2009, somewhat earlier than anticipated, because of the 
impact on home sales of the tax credit for first-time homebuyers and more 
favourable levels of housing inventory. Overall, U.S. growth is still expected to 
be muted (Chart 8), with real GDP now expected to decline by 2.5 per cent in 
2009, and to grow by 1.8 per cent in 2010 and by 3.8 per cent in 2011. 


Chart 7: U.S. consumer spending is projected to converge 
slowly towards its long-run average 
Ratio of nominal consumption to GDP, quarterly data 
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Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations 


Chart 8: The U.S. economic recovery is expected to be more 
subdued than in the past 

Comparison of U.S. real GDP across business cycles; start of recession = 100, 
quarterly data 
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Sources: U.S. Bureau of Economic Analysis, NBER (dating of cycles), and Bank of Canada calculations 
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In the euro area, the rebound in the second half of 2009 and in 2010 is also 
projected to be somewhat stronger than in July, reflecting a larger impact 
from the fiscal stimulus than previously assumed. The recovery should, none- 
theless, be more subdued than in the United States, partly because of less- 
aggressive policy actions and the greater adjustments still needed in the euro 
area’s banking system. The recovery in household consumption will likely be 
restrained by the deterioration in labour markets and relatively tight credit 
conditions. In Japan, the recovery is supported by the completion of the 
inventory correction and ongoing monetary and fiscal stimulus. 


Economic growth in China is expected to remain robust, supported by highly 
accommodative monetary and fiscal policies. Bank credit has been growing 
at an extraordinarily rapid rate, creating the possibility of some resource 
misallocation. Smaller emerging economies in Asia have already started to 
recover from a sharp downturn in industrial production and exports, and 
should continue to benefit from a pickup in global trade and the solid 
expansion in China. Other developing and emerging-market economies are 
expected to recover gradually over the coming years, aided by a resumption 
of capital flows and expansionary fiscal and monetary policies. The growing 
contribution of developing and emerging-market economies to global 
demand should provide further support to commodity prices (Chart 9). While 
there may be continued short-term volatility, commodity prices are projected 
to continue to increase as the global economy recovers in 2010 and 2011. 


Chart 9: Futures curves suggest rising prices for crude oil 
and natural gas 


Monthly data 
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* Spot price for crude oil (16 October 2009) 

¢ Spot price for natural gas (16 October 2009) 

¢ Based on an average of futures contracts over the two weeks ending 16 October 2009 

Note: Values for crude oil and natural gas prices in October 2009 are estimates based on the average daily spot 
prices up to 16 October 2009. 

Source: NYMEX 
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The Canadian Economy 


Following three consecutive quarters of sharp contraction, economic growth 

has resumed in Canada. This recovery is supported by monetary and fiscal Following three consecutive quarters 
stimulus, increased household wealth, improving financial conditions, of sharp contraction, economic growth 
stronger business and consumer confidence, the beginning of the recovery in has resumed in Canada. 

the global economy, and a strengthening in the terms of trade. The Bank’s 

base-case projection now sees slightly stronger growth in the second half of 

2009 than was projected in the July Report. Over the balance of the projec- 

tion period, growth is slightly lower, reflecting the effect of the higher value of 

the Canadian dollar. The economy is now projected to return to full capacity 

in the third quarter of 2011, one quarter later than anticipated in July. 


Recent Developments 
Aggregate Demand and Supply 


As expected, the recession in Canada deepened significantly in the second 

quarter, with real GDP falling by an additional 3.4 per cent (at annual rates), in As expected, the recession deepened 
line with the July projection. Real gross domestic income (GDI) also declined significantly in the second quarter. 
further, but at a much slower pace than in the previous two quarters, owing to 

a partial rebound in Canada’s terms of trade (Chart 10). 


Chart 10: Canadian real gross domestic income continued 
to fall in the second quarter, but by less than real gross 
domestic product 

Quarterly growth at annual rates 


2005 2006 2007 2008 2009 
—— Real gross domestic income? == Real gross domestic product 
—— Real final domestic demand 
a. Real gross domestic income is current-dollar domestic product deflated by the price index for 
final domestic demand. 
Sources: Statistics Canada and Bank of Canada calculations 
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Exports continued to plunge, consistent with the steep drop in U.S. demand 


Exports continued to plunge, while (Chart 11), while businesses further curtailed employment and fixed invest- 
businesses further curtailed employ- ments. The drop in exports, following an exceptionally large contraction in the 
ment and fixed investments. first quarter, marks the eighth consecutive quarterly decline. While the weak- 


ness was generalized, exports of machinery and equipment and natural gas 
posted particularly large declines. The sharp fall in business investment 
reflected uncertainty about the timing and strength of the global recovery, 
substantial excess capacity, and deteriorating profits. Although firms drew 
down inventories at a slightly faster pace, sales fell even more rapidly, causing 
the stock-to-sales ratio to increase further (Chart 12). 


Chart 11: Canadian exports have plunged, largely owing to 
the weakness in U.S. demand 
Index: 2005Q1 = 100 


110 


2005 2006 2007 2008 2009 
—— Total Canadian exports == U.S. activity measure 
-—— U.S. real GDP 


Sources: U.S. Bureau of Economic Analysis, U.S. Federal Reserve, Statistics Canada, and 
Bank of Canada calculations 


Chart 12: Falling sales have led to a further increase in the 
stock-to-sales ratio 


% Quarterly growth at annual rates Ratio 
20 0.80 
16 0.78 
12 0.76 
8 0.74 

4 0.72 

0 0.70 
-4 0.68 
-8 0.66 
-12 0.64 
-16 0.62 
-20 0.60 

2005 2006 2007 2008 2009 
— Total sales of goods (left scale)? =— Stock-to-sales ratio (right scale) 


a. Total sales of goods is final domestic demand less consumption of services plus exports of goods, 
all in constant dollars. 
Sources: Statistics Canada and Bank of Canada calculations 
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In contrast, household spending began to recover in the second quarter in 
response to substantial monetary and fiscal stimulus and improved consumer 
confidence. Expenditures on consumer durables and residential investment 
picked up strongly. In addition to improved affordability, the sharp rebound in 
sales of existing homes reflected pent-up demand from the height of the 
financial crisis (Chart 13). Fiscal incentives also helped to fuel renovation 
activity. Government expenditures were another important source of demand, 
contributing 1.2 percentage points to growth (at annual rates) in the quarter. 


Chart 13: Solid growth in the housing sector reflects continued 
improvements in consumer confidence and favourable 
affordability 


Quarterly data 
Ratio 
120 0.25 
110 0.27 
100 0.29 
90 0.31 
80 0.33 
70 0.35 
60 0.37 

2005 2006 2007 2008 2009 


=—— Bank of Canada measure of 
housing affordability? (inverted right scale) 


=—— Sales of existing homes 
(2005Q1 = 100) (left scale) 

== Consumer confidence 
(2002 = 100) (left scale) 


a. The value for the third quarter of 2009 is an estimate. This measure captures mortgage payments on 
a typical house purchase as a ratio of average disposable income and does not include property taxes, 
insurance, and utility costs. A decline in the ratio indicates an improvement in affordability. For more 
information on this measure, see <http://credit.bankofcanada.ca>. 

Sources: Multiple Listing Service (MLS), Conference Board of Canada, and Bank of Canada calculations 


Available indicators, including the recent pickup in employment, suggest that 
real GDP growth resumed in the third quarter. Household spending continued 
to recover, and the contribution of government expenditures increased. 
Growth was also boosted by a substantial rise in Canadian automobile 
production, aS major auto companies reopened some of the capacity they 
had shuttered earlier this year and as inventories that were drawn down as a 
result of the U.S. CARS program were rebuilt. These factors should lead to a 
temporary surge in automotive exports (Technical Box 2). Recent data 
suggest, however, that imports increased even more sharply in the quarter, 
so that the trade balance continued to subtract from growth. Business invest- 
ment is also expected to have fallen further, given ongoing uncertainty about 
the strength of the global recovery. Firms are expected to have continued 
drawing down inventories, although by a lesser amount than in the second 
quarter. Coupled with the pickup in sales, these developments should lead to 
a decline in the stock-to-sales ratio. 


In the April Report, the Bank revised down its estimate of potential output 
growth over the 2009-11 period, owing to the important structural changes 
under way in the Canadian economy and the sizable drop in investment. In 
this Report, the Bank has revisited its assumptions for both trend labour 
productivity and trend labour input, and has concluded that the profile 


In contrast, household spending began 
to recover in the second quarter. 


Available indicators, including the 
recent pickup in employment, suggest 
that real GDP growth resumed in the 
third quarter. 


THE CANADIAN ECONOMY 1 5 


BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2009 


Technical Box 2 


The Role of the Automotive Sector in the Recession and the Recovery 


The automotive industry is playing a disproportion- 
ately large role in the quarterly dynamics of Canadian 
GDP this year (Chart 2-A).' In the first half of 2009, 
Canadian automotive production plummeted as a 
result of the restructuring of the North American auto 
sector and the ongoing decline in motor vehicle sales 
in the United States. About three-quarters of all 
vehicles produced in Canada are exported to the 
United States. Owing to the importance of automotive 
products in Canadian exports, the latter contracted 
sharply in the first two quarters of 2009, declining by 
30.4 per cent and 19.3 per cent (at annual rates), 
respectively. The partial resumption of automotive 
production in the third quarter is expected to provide 
a large, albeit temporary, boost to growth in both 
exports and GDP. 


Chart 2-A: Automotive production is playing an 
important role in real GDP growth this year 


Percentage points 
AES 


ALLL See sldsdd 


Thereafter, Canadian production of motor vehicles 

and parts is expected to increase gradually. A small is 2003 2004 2005 #2006 #42007 + «22008 #2009 
econometric model estimated by Bank staff suggests Contribution of auto —- Capacity utilization rate in 
that Canadian motor vehicle production will be ORE ae plain Bey ee 
roughly 2.2 million units by 2012. Although this repre- rates (left scale) 

sents an 80 per cent increase from the level expected NS Projection 

to be achieved in 2009, it is nonetheless well below 
its pre-crisis average of about 2.6 million units. 
Indeed, it is expected that motor vehicle sales in the 
U.S. market will remain low over the next few years, 
relative to pre-crisis levels, as U.S. households 
restore their balance sheets. 


Sources: Statistics Canada and Bank of Canada calculations 


1 The automotive industry accounted for about 1.5 per cent of Canadian GDP in 2008. 


assumed in April remains appropriate. The growth of potential output is 


The growth of potential output is expected to trough at 1.2 per cent in 2009, and then to gradually pick up to 
expected to trough at 1.2 per cent in 1.5 per cent in 2010 and 1.9 per cent in 2011 (Technical Box 9). It is impor- 
2009, and then pick up to 1.5 per cent tant to note that considerable uncertainty surrounds estimates of potential 
in 2010 and 1.9 per cent in 2071. output, especially when the economy is coming out of a deep recession. 


Estimated Pressures on Capacity 


There continued to be a substantial amount of excess supply in the Canadian 
economy in the third quarter. The Bank’s conventional measure of the output 
gap was roughly unchanged at -4 per cent (Chart 14). In assessing excess 
Capacity, the Bank considers its conventional measure in conjunction with 
several other indicators, particularly since this measure tends to have a high 
margin of error around turning points. The Bank’s autumn Business Outlook 
Survey (<http://www.bankofcanada.ca/en/bos/2009/autumn/bos1009e.pdf>) reported 
that the percentage of firms that would have difficulty meeting an unantici- 
pated increase in demand fell to its lowest level since the series began in 1999. 
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Technical Box 3 


Revisions to Potential Output 


Each October, the Bank reassesses the path for 
potential output that underpins its economic outlook. 
Potential output is the level of goods and services 
that the economy can produce on a sustained basis 
without adding to inflation pressures. It can be 
thought of as the product of trend labour productivity 
and trend labour input. 


Trend labour productivity is related mainly to the 
amount of capital per worker and the pace of tech- 
nological change. The recession has reduced the 
Capital-to-labour ratio, at least over the short term, by 
reducing investment below its trend and accelerating 
structural change in the economy. Structural change 
is anormal feature of any economy, but recessions 
typically bring some of these changes forward and 
concentrate them into a shorter time period. In 2008 
and in the first half of 2009, many sectors of the 
economy—most notably the automotive and forestry 
sectors—underwent significant adjustment. These 
changes included the permanent removal of some 
production capital. Much of this capital will eventually 
be reallocated to other firms, but the process will take 
time. There will also be adjustment costs as labour is 
gradually redeployed to other activities. With all of 
these developments taken into account, as well as 
the generally poor track record of labour productivity 
growth over the past several years, the Bank’s 
working hypothesis is that trend labour productivity 
will decline by 0.2 per cent this year and then rise by 
0.2 per cent in 2010 and by 0.9 per cent in 2011 
(Table 3-A). 


The growth rate of trend labour input is expected to 
decrease gradually over the next few years, largely 
reflecting a decline in the growth rate of the working- 
age population. Trend average hours worked are 
expected to be broadly stable, while the trend 
employment ratio is expected to fall only slightly. 
Taken together, this implies a growth rate of trend 
labour input of 1.4 per cent in 2009, 1.3 per cent in 
2010, and 1.0 per cent in 2011. The expected growth 
rates for trend labour input are about 0.1 percentage 
point higher in 2009 and 2010 than assumed in the 
October 2008 Report. This small upward revision 
reflects two factors: The working-age population has 
expanded a little more quickly in the past year than 
anticipated, and the wealth destruction from the 


financial crisis is expected to boost labour supply 
slightly over 2009-10. Since both of these effects are 
assumed to be temporary, the growth rate of trend 
labour input is slightly slower in 2011 than projected 
in October 2008. 


These profiles for the growth of trend labour produc- 
tivity and trend labour input imply growth rates for 
potential output growth of 1.2 per cent in 2009, 1.5 per 
cent in 2010, and 1.9 per cent in 2011." This path for 
potential output is the same as in the April Report. 


Beyond 2011, the impact of restructuring is expected 
to diminish, helping to boost the growth of total factor 
productivity. This, combined with a pickup in capital 
deepening as investment growth strengthens, will 
raise trend labour productivity growth to 1.2 per cent 
by 2012, its longer-run average. By contrast, the 
growth of labour input is expected to slow as the 
effects of an aging population begin to weigh more 
heavily. As a result, potential output is assumed to 
grow by 1.9 per cent in 2012. 


Table 3-A: Assumptions for the growth of potential 
output 


Potential output: 1.2 (2.4) 1.5 (2.5) 1.9 (2.5) 


Trend labour input 1.4 (1.25) | 1.3 (1.25) | 1.0 (1.25) 


Trend labour productivity 0.2 (1.1) | 0.27.2) | 097.2) 


Memo item: 
Potential output: April 2009 


Note: Figures in parentheses correspond to the October 2008 scenario. 


1 The estimate for 2009 takes into account the various indicators of current 
capacity pressures. 
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The Bank judges that the economy was 
operating about 3 1/2 per cent below its 
production capacity in the third quarter. 


Total CPI inflation troughed at -0.9 per 
cent in the third quarter. Core inflation 
fell to 1.5 per cent in September. 
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Chart 14: A substantial degree of excess supply remains in the 
Canadian economy 


% % 
60 
50 
40 


30 


20 


2005 2006 2007 2008 2009 
BH Some and significant difficulty (left scale) —= Output gap? (right scale) 


a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

b. Difference between actual output and estimated potential output. The estimate for the third quarter of 2009 
is based on a projected increase in output of 2 per cent (at annual rates) for the quarter. 

Source: Bank of Canada 


Recent indicators suggest that the labour market may have stopped deterio- 
rating, consistent with excess supply reaching its peak level. Employment 
and average hours worked have picked up in recent months, and the unem- 
ployment rate edged back down to 8.4 per cent in September. Weakness in 
the private sector labour market is nonetheless evident in the Bank’s autumn 
Business Outlook Survey, in which the percentage of firms reporting labour 
shortages remained largely unchanged at a very low level. As well, wage 
growth—as measured by average hourly earnings of permanent workers— 
has recently decelerated. 


After reviewing all the indicators of capacity pressures and taking into 
account the weakness in potential output associated with the ongoing 
restructuring in the Canadian economy, the Bank judges that the economy 
was operating about 3 1/2 per cent below its production capacity in the third 
quarter of 2009, in line with the July projection. 


Inflation and the 2 Per Cent Target 


Total CPI inflation continued to decline in the third quarter of 2009, as 
anticipated in the July Report. The 12-month rate of change in total CPI 
troughed at -0.9 per cent in the quarter, as a result of large year-over-year 
declines in energy prices (Chart 15). Core inflation fell from 1.9 per cent in 
June to 1.5 per cent in September, owing to the substantial excess supply in 
the economy and the continued deceleration in core food price inflation. 


Measures of inflation expectations have been stable in recent months. Near- 
term inflation expectations remain at very low levels, in line with past move- 
ments in energy prices. The latest Consensus Economics forecasts for 2010 
and beyond remain close to the 2 per cent inflation target. The Bank’s most 
recent Business Outlook Survey also showed that inflation expectations are 
concentrated within the Bank’s inflation-control target range. 
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Chart 15: Total CPI inflation has troughed, and core inflation 
has declined 
Year-over-year percentage change, monthly data 


2005 2006 2007 2008 2009 
= Ota CPi aaa Core:CPia Control range == Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 
Source: Statistics Canada 


Canadian Financial Conditions 


Canada’s overall financial conditions continue to improve and to be more 
favourable than those in most other advanced economies. This improvement 
has been fairly broad based, as equity markets have continued to rally, 
credit spreads have narrowed further, and corporate bond issuance has 
remained strong. 


In particular, funding costs for Canadian banks remain at very low levels. 
Household borrowing costs are also very low by historical standards 
(Chart 16 and Table 2). Unlike the situation in most other advanced 
economies, Canadian consumers can readily obtain credit, as evidenced by 


Chart 16: Borrowing costs for Canadian households and 
businesses remain very low 
Weekly data 


% 
7.0 


6.5 
6.0 
5:5 
5.0 
4.5 
4.0 
3.9 
3.0 


2007 2008 2009 
== Effective business interest rate == Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations 


Canada’s overall financial conditions 


continue to improve and to be more 
favourable than those in most other 
advanced economies. 
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Table 2: Borrowing costs for households and businesses 


Per cent 


Estimated 
effective 
variable 

Overnight mortgage 

rate rate 


Posted 
5-year 
mortgage 
rate 


3-month 
bankers’ 
acceptances 


Long-term 
corporate 
bond rate 


31 July 2007 

18 October 2007 
6 December 2007 
24 January 2008 
24 April 2008 

17 July 2008 


23 October 2008 

11 December 2008 
22 January 2009 

5 March 2009 

23 April 2009 

8 June 2009 

23 July 2009 

14 September 2009 
16 October 2009 


Sources: Long-term corporate bond rate, Bloomberg; all other series, Bank of Canada 


the continued brisk pace in its growth (Chart 17). The strength in household 
credit is linked to the rebound in the housing market and the pickup in reno- 
vation activity. 


In contrast to household credit, business credit has been very weak recently, 
registering a modest decline in the three months to August. This sluggishness 
in business credit mainly reflects the weak outlook for business investment, 
although the availability of credit has likely also played a role. For larger 
corporations, the situation has improved over the past few months, as indi- 
cated, for instance, by the strong issuance activity in the Canadian corporate 
bond market. Borrowing costs for Canadian businesses have fallen further in 
recent months. The effective average interest rate on business borrowing has 
declined by about 15 basis points since the July Report, mainly as a result of 
the drop in corporate bond rates. Taken together, results from the Bank’s 
latest Senior Loan Officer Survey (SLOS) (<http://www.bankofcanada.ca/en/slos/pdf/ 
slos2009Q3.pdf>) and the Business Outlook Survey indicate that credit condi- 
tions for businesses were little changed in the third quarter, following a period 
of substantial tightening (Chart 18). 


The Bank’s financial conditions index (FCl) has continued to improve since 
the July Report and is now well above its 10-year average. The level of the 
FCI reflects the exceptionally low level of the Bank’s policy rate, which is 
offsetting spreads on corporate bonds that are still above the average for the 
decade, despite their recent compression. It is worth noting that because the 
exchange rate enters the FCI with a lag, it is not yet capturing the apprecia- 
tion of the Canadian dollar since the spring. As well, the FCI assigns a very 
low weight to the SLOS measure of overall business-lending conditions. For 
these reasons, the Bank judges that the FCI currently overstates the improve- 
ment in financial conditions. 


The monetary aggregates have continued to grow strongly. In the three 
months to August, the narrow aggregate M1+ grew at an annual rate of 
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Chart 17: The growth of household credit remains robust, while 
business credit continues to weaken 
3-month percentage change (at annual rates) 
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Source: Bank of Canada 


Chart 18: After a period of substantial tightening, credit conditions 
for businesses were little changed in the third quarter 

Price and non-price lending conditions: Balance of opinion from 

Senior Loan Officer Survey® 


Tightening 


1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 
= Non-price == Price 


a. The balance of opinion is calculated as the weighted percentage of surveyed financial institutions 
reporting tightened credit conditions minus the weighted percentage reporting eased credit conditions. 

Note: Each series is the simple average of the balances of opinion for the small business, commercial, and 

corporate sectors. 

Source: Bank of Canada 


18.2 per cent, while M2++ grew by 7.0 per cent. It is difficult to assess the 
implications of monetary expansion for economic activity, since the demand 
for money is likely to be abnormally high in an environment of very low 
interest rates and tight credit conditions. The continued robust growth in 
narrow money reflects the desire of both households and firms to keep 
money in liquid assets until it is clear that the economic recovery is taking 
hold. Consistent with our base-case projection, the growth in money 
balances is expected to gradually decline over time. 
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The Canadian dollar has appreciated 
sharply since the July Report. 
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Exchange Rate 


The Canadian dollar remained relatively stable from July to early October, 
trading in a range of 90 to 94 cents U.S. More recently, however, it has appre- 
ciated sharply, averaging about 96 cents U.S. in the past 10 days, much 
higher than the 87 cents U.S. assumed at the time of the July Report 

(Chart 19). While higher commodity prices have been supportive, move- 
ments in the Canadian dollar over the period appear to have been increas- 
ingly driven by a broader depreciation of the U.S. dollar against most major 
Currencies. 


Chart 19: The Canadian dollar has appreciated sharply since the 


July Report 
Daily data 
US$ 
140 1.10 
130 1.00 
120 0.90 
110 0.80 
100 0.70 
90 0.60 
2007 2008 2009 
=—— CERI: Canadian-dollar trade-weighted =—— Closing spot exchange rate 
index (against U.S. dollar, euro, yen, for Canadian dollar vis-a-vis 
U.K. pound, Mexican peso, and U.S. dollar (right scale) 


Chinese renminbi) (left scale, 1992 = 100) 


Note: A rise in the index indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada 


Policy Response 


Monetary policy in Canada has continued to be exceptionally stimulative. On 
10 September and 20 October, the Bank of Canada maintained its target for 
the overnight interest rate at 1/4 per cent—the effective lower bound for this 
rate—and reaffirmed its commitment, conditional on the inflation outlook, to 
hold the policy rate at that level until the end of the second quarter of 2010. 


Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 
a Canada/U.S. exchange rate averaging 96 cents U.S.; energy prices in line 
with recent futures prices; prices for non-energy commodities increasing 
progressively as the global economy recovers; and global credit conditions 
continuing to gradually improve. 


Aggregate Demand and Supply 


Overall, the outlook for Canadian GDP growth is similar to that presented in 
the July Report (Table 3). The Bank now projects that growth will be slightly 
stronger in the second half of 2009 than expected in July (Chart 20). In part, 
this more favourable near-term outlook reflects temporary factors, such as 
the rebound in auto production and pent-up demand for housing. On an 
average annual basis, the economy is projected to contract by 2.4 per cent 
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Table 3: Contributions to average annual real GDP growth 


Percentage points? 


Consumption 


Housing 


Government 
Business fixed investment 
Subtotal: Final domestic demand 


Subtotal: Net exports 

Inventories 

GDP 

Memo items: 
Potential output 


Real gross domestic income (GDI) 


17 (1.7) 


0.0 -0.2) 


17 (1.3) 


1.9 (1.4) 


-0.2 (-0.2) 


-0.5 (-0.6) 


0.3 (0.1) 


04 (0.2) 


1.2 (1.1) 


1.0 (1.0) 


1.3 (1.3) 


-0.3 (-0.4) 


0.0 (0.0) 
27 (2.6) 


1.5 (-1.6) 


1.9 (-1.6) 
4,4 (-1.4) 
-4.4 (-5.3) 


04 (0.1) 
3.4 (2.8) 
1.9 (20) 


0.9 (0.9) 
2.6 (2.1) 
1.9 (2.4) 


-0.3 (-0.3) 
4.8 (-1.9) 
-0.5 (-0.3) 


== 


4.6 (5.7) 
0.2 (0.4) 
oo) 


-2.9 (-2.8) 
4.0 (-0.8) 


0.6 (1.0) 


-2.0 -2.3) 


-0.1 (0.1) 
0.8 (1.3) 


0.4 (0.4) 


17 (1.7) 


-2.4 (-2.3) 


1.2 (1.1) 


3.0 (3.0) 


1.5 (1.5) 


3.3 (3.5) 


1.9 (1.9) 


2.0 (2.0) 


-9.6 (-5.9) 


4.4 (3.9) 


4.0 (4.4) 


a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report. 


Chart 20: Real GDP growth is expected to rebound in the 
second half of 2009 


64,464 LLL 


2007 2008 2009 2010 2011 
— Year-over-year percentage [MJ Quarter-over-quarter percentage 


change in real GDP, at annual rates 
WV Base-case projection 


change in real GDP 
--=- Base-case projection 


Sources: Statistics Canada and Bank of Canada calculations 


The economy is projected to contract 
by 2.4 per cent this year and to grow 


by 3.0 per cent in 2010 and 3.3 per cent 
The recovery of the Canadian economy is expected to be supported by a in 2011. 


number of domestic factors—notably, the substantial amount of monetary 
and fiscal stimulus, the recent increase in household wealth, and our well- 
functioning financial system. It also hinges on the resumption of growth in the 
global economy and the associated firming of commodity prices, which will 
provide support to both domestic demand and exports. However, the high 
value of the Canadian dollar will act as a drag on demand for Canadian 


this year and to grow by 3.0 per cent in 2010 and 3.3 per cent in 2011, slightly 
weaker than expected in July.” 


2 The annual growth rate projected for 2009 is slightly lower than in July, owing to downward revisions in real GDP data for the 
first quarter, which more than offset the slightly stronger growth projected for the second half of the year. 
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Chart 21: The recovery in Canada should be more modest 
than in previous cycles 

Comparison of Canadian real GDP across business cycles; peak of cycle = 100, 
quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations 


products. Overall, the recovery in Canada is projected to be somewhat more 
modest than the average of previous cycles (Chart 21). 


Consumer spending is expected to grow at a solid pace throughout the 
projection horizon. In the near term, improvements in wealth and in consumer 
confidence, as well as the re-emergence of demand postponed from pre- 
vious quarters, will help to fuel spending. As these effects diminish, growth in 
consumer spending should be supported by the recovery in the growth of 
labour income. Growth in housing investment is projected to be brisk until 
early 2010, and then to slow down as the effects of temporary factors—such 
as pent-up demand and the home renovation tax credit—subside and afford- 
ability declines. In the wake of a short, severe recession, and with residual 
economic uncertainty, the personal savings rate remains elevated over the 
projection horizon. 


Business fixed investment is projected to recover in early 2010, following five 
quarters of contraction. As in past cycles, growth in business investment is 
expected to lag the recovery, given the large amount of unused capacity, and 
then to rebound strongly once the recovery is well under way. The gradual 
improvement in financial conditions and economic activity, as well as higher 
commodity prices, should help to boost business spending. In light of recent 
information, firms are now expected to draw down their inventories at a 
slower pace than in July. 


As detailed in the July Report, Canadian exporters should benefit dispropor- 
tionately from the U.S. recovery in 2010-11, since the projected growth in the 
Bank’s U.S. activity index is considerably higher than that in U.S. real GDP 
over this period.* The higher Canadian dollar will, however, dampen the 
expansion of exports. Import volumes are projected to increase at a solid 
pace, in line with the recovery in the domestic economy, the rebound in 
exports, and the past appreciation of the Canadian dollar. 


3 See Technical Box 2 in the July Report for more information on the U.S. activity index used at the Bank of Canada. 
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As growth in the Canadian economy resumes, excess supply will gradually be 
absorbed, and the economy is expected to reach its production capacity in 
the third quarter of 2011. 


The Projection for Inflation 


Inflation pressures in Canada are expected to be slightly more subdued, 
compared with the July Report, with inflation returning to the Bank’s target Inflation pressures in Canada are 
one quarter later than anticipated in July. expected to be slightly more subdued 


The core rate of inflation is projected to decline, reaching a trough of 1.4 per Gorn ete MEN Me Cu Rep OU 


cent in the fourth quarter of 2009, owing to the substantial excess supply that 
has emerged in the economy, together with a noticeable deceleration in the 
growth of core food prices (Table 4). With excess supply gradually absorbed, 
and with inflation expectations well anchored, the core rate is projected to 
return to 2 per cent in the third quarter of 2011 (Chart 22). 


Table 4: Summary of the base-case projection? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


wre 
(level) 


a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 
two weeks ending 16 October 2009. 


Chart 22: Total CPI and core inflation in Canada are projected 
to return to 2 per cent in the third quarter of 2011 
Year-over-year percentage change, quarterly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 
Sources: Statistics Canada and Bank of Canada calculations 


THE CANADIAN ECONOMY O5 
BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2009 


Both core and total CPI inflation are 
expected to return to the Bank’s 2 per 
cent target in the third quarter of 2011. 


20 


As noted earlier, total CPI inflation has fallen much more rapidly than the core 
rate, to -0.9 per cent in the third quarter of 2009, reflecting large year-over- 
year drops in energy prices. With the base-year effects for gasoline prices 
dropping out of the data, this is expected to be the trough for total CPI infla- 
tion, which should quickly rise to 1.0 per cent in the fourth quarter. In line with 
developments in the core inflation rate, total CPI inflation is also expected to 
return to the Bank’s 2 per cent target in the third quarter of 2011.* 


The uncertainty surrounding the Bank’s inflation projection is illustrated using 
fan charts. Chart 23 and Chart 24 depict the 50 per cent and 90 per cent 
confidence bands for year-over-year core and total CPI inflation from the 
fourth quarter of 2009 to the end of 2011.° In particular, they show the slight 
downward tilt to the confidence bands that results from monetary policy 
operating at the effective lower bound. 


Chart 23: Projection for core CPI inflation Chart 24: Projection for total CPI inflation 
Year-over-year percentage change 


Year-over-year percentage change 


2009 


—— Base-case scenario 


THE CANADIAN ECONOMY 


© 50 per cent confidence interval —— Base-case scenario 


2011 2009 2010 2011 


~ 50 per cent confidence interval 


90 per cent confidence interval 90 per cent confidence interval 


4 This projection does not incorporate the impact of the harmonized sales tax that will be introduced in Ontario and British 


Columbia in July 2010. 


5 Technical details on the construction of the fan charts are available at <http://www.bankofcanada.ca/en/mpr/pdf/ 


backgrounder_fancharts.pdf>. 
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Fisks to the Outlook 


The risks to the outlook remain elevated, although they have diminished 
somewhat since the July Report, with accumulating evidence of a recovery in 
the global and Canadian economies. 


The main upside risks to inflation relate to the possibility of a stronger-than- 
anticipated recovery in the global economy. The recovery is projected to be 
more subdued than usual, since complex processes of deleveraging and real 
adjustment are yet to be completed in the aftermath of the financial crisis. It is 
possible, however, that the global recovery will be more vigorous than 
expected—in view of the extraordinary degree of monetary and fiscal stim- 
ulus in most advanced countries and in line with the historical tendency for a 
steeper downturn to be followed by a steeper recovery. A stronger global 
recovery would be transmitted to Canada via trade, financial, confidence, and 
commodity-price channels. There is also the risk that Canadian domestic 
demand could be more robust and have a more sustained momentum than 
projected. In particular, Canadian households may increase their spending on 
consumption and residential investment more strongly than projected as the 
recovery takes hold. Both globally and in Canada, wealth effects stemming 
from sustained improvements in financial conditions may add increased 
impetus to the recovery. 


On the downside, a stronger-than-assumed Canadian dollar, driven by global 
portfolio movements out of U.S.-dollar assets, could act as a significant further 
drag on growth and put additional downward pressure on inflation. Another 
important downside risk to the inflation outlook is that the global recovery could 
be even more protracted than projected. Up to this point, the recovery has 
been supported by aggressive monetary and fiscal stimulus across all G-20 
countries. Self-sustaining growth in private demand, which will be required for 
a solid recovery, may take longer than expected to materialize. 


While the Bank judges that these underlying macroeconomic risks to the pro- 
jection are roughly balanced, the overall risks to the inflation projection are tilted 
slightly to the downside as a result of monetary policy operating at the effective 
lower bound. The reason for this tilt is that the Bank could respond with con- 
ventional monetary tightening in the event that upside risks materialized. In 
contrast, if downside risks materialized, the Bank would have to implement 
unconventional policies, for which greater prudence would be warranted. 


Over the medium term, global macroeconomic imbalances continue to pose 
significant risks to the outlook. Current account imbalances have been 
attenuated during the recession, as U.S. households have curtailed their 
spending, while in China, the stimulus package has boosted domestic 
demand. However, in the absence of policies to bring about a sustained 
rotation of global demand, these imbalances may widen again with the 
recovery, carrying the risk of disorderly adjustments. 


RISKS TO THE OUTLOOK 


BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2009 


ef 


Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July, and October)* 
Senior Loan Officer Survey (quarterly: January, April, July, and October* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (oublished each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 

A History of the Canadian Dollar James Powell (available at Can$8 
plus GST and PST, where applicable) 


* Only available on the Bank’s website. 


Bank of Canada Publications Catalogue, 2008 

A collection of short abstracts of articles and research papers published in 
2008. Includes a listing of work by Bank economists published in outside 
journals and proceedings. 

Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus GST and 
PST, where applicable. Papers and proceedings from Bank of Canada confer- 
ences, seminars, and workshops held after April 2005 are now published 
exclusively on the Bank’s website. 


Technical Reports, Working Papers, and Discussion Papers 
Technical Reports, Working Papers, and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Single copies may be obtained without charge. Technical Reports 
dating back to 1994 are available on the Bank’s website, as are Working 
Papers back to 1994. Discussion papers deal with finished work on technical 
issues related to the functions and policy-making of the Bank. They are 

of interest to specialists and other central bankers. Discussion papers for 
2007-2009 are available on the Bank’s website. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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2 BANK OF CANADA 


a BANQUE DU CANADA 


Gevernment 
Publieation ¢ 


Monetary Policy Report 


Summary 


October 2009 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on information received up to 20 October 2009. 


Recent indicators point to the start of a global 
recovery from a deep, synchronous recession. Global 
economic and financial developments have been 
somewhat more favourable than expected at the time 
of the July Report, although significant fragilities 
remain. 


A recovery in economic activity is also under way in 
Canada. This resumption of growth is supported by 
monetary and fiscal stimulus, increased household 
wealth, improving financial conditions, higher com- 
modity prices, and stronger business and consumer 
confidence. However, heightened volatility and per- 
sistent strength in the Canadian dollar are working to 
slow growth and subdue inflation pressures. The 
current strength in the dollar is expected, over time, 
to more than fully offset the favourable developments 
since July. 


Given all of these factors, the Bank now projects that, 
relative to the July Report, the composition of aggre- 
gate demand will shift further towards final domestic 
demand and away from net exports. Growth is 
expected to be slightly higher in the second half of 
this year than previously projected but to average 
slightly lower over the balance of the projection 
period. The Canadian economy is projected to grow 
by 3.0 per cent in 2010 and 3.3 per cent in 2011, after 
contracting by 2.4 per cent this year. This is a some- 
what more modest recovery in Canada than the 
average of previous economic cycles. 


Highlights 


Recent indicators point to the start of a global 
economic recovery, although significant 
fragilities remain. 


A recovery in economic activity is also 
under way in Canada, although the current 
strength in the Canadian dollar is expected, 
over time, to more than fully offset the 
favourable developments since July. 


The Canadian economy is projected to 
contract by 2.4 per cent this year and to 
grow by 3.0 per cent in 2010 and 3.3 per cent 
in 2011. 


Inflation is expected to return to the 2 per cent 
target in the third quarter of 2011, one quarter 
later than was projected in July. 


The Bank maintained its policy rate at 1/4 per 
cent and reaffirmed its conditional commit- 
ment to hold its current policy rate until the end 
of the second quarter of 2010. 


As a consequence of conducting monetary 
policy at the effective lower bound, the Bank 
judges that the overall risks to its inflation 
projection are tilted slightly to the downside. 
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The Bank now expects that the output gap will be 
closed in the third quarter of 2011, one quarter later 
than it had projected in July. Correspondingly, infla- 
tion is also expected to return to the 2 per cent target 
in the third quarter of 2011, one quarter later than in 
July’s projection. 


The risks to the outlook remain elevated, although 
they have diminished somewhat since the July 
Report, with accumulating evidence of a recovery in 


the global and Canadian economies. 


The main upside risks to inflation relate to the 
possibility of a stronger-than-anticipated recovery in 
the global economy. A stronger global recovery 
would be transmitted to Canada via trade, financial, 
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Projection for global economic growth 


United States 
Euro area 


Japan 
China 
Rest of the world 


confidence, and commodity-price channels. There is 
also the risk that Canadian domestic demand could 
be more robust and have a more sustained 
momentum than projected. 


On the downside, a stronger-than-assumed 

Canadian dollar, driven by global portfolio move- 
ments out of U.S.-dollar assets, could act as a 
significant further drag on growth and put additional 
downward pressure on inflation. Another important 
downside risk is that the global recovery could be 
even more protracted than projected if self-sustaining 
growth in private demand, which will be required for a 
solid recovery, takes longer than expected to 
materialize. 


Projected growth (per cent)° 
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a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2007. 


Source: IMF, WEO, April 2009. 


b. Numbers in parentheses are projections used for the July 2009 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection? 


Real GDP 
(quarter-over-quarter 
percentage change) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


wT’ 
(level) 


a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the 


two weeks ending 16 October 2009. 
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Over the medium term, global macroeconomic On 10 September and 20 October, the Bank reaf- 
imbalances continue to pose significant risks to firmed its conditional commitment to maintain its 


the outlook. 


While the underlying macroeconomic risks to the 
projection are roughly balanced, the Bank judges 
that, as a consequence of operating at the effective 
lower bound, the overall risks to its inflation projection 


target for the overnight rate at its current level of 

1/4 per cent until the end of the second quarter of 
2010 in order to achieve the inflation target. In its 
conduct of monetary policy at low interest rates, the 
Bank retains considerable flexibility, consistent with 
the framework outlined in the April Report. 


are tilted slightly to the downside. 


Real GDP growth is expected to rebound in the second 
half of 2009 
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Year-over-year percentage change, quarterly data 


» 
Noeyes 
? 


of 


wwe 
bad Ted 


t 
6 
Y 
é 
4 
4 
é 


2007 2008 2009 2010 2011 
—— 10talliCP} —— Core CPI@ Control range 
--=- Base-case projection === Base-case projection === Target 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 
Sources: Statistics Canada and Bank of Canada calculations 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July, and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July, and October)* 
Senior Loan Officer Survey (quarterly: January, April, July, and October)* 
Speeches and Statements by the Governor 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (published each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 

A History of the Canadian Dollar James Powell (available at Can$8 
plus GST and PST, where applicable) 


* Only available on the Bank’s website. 


Bank of Canada Publications Catalogue, 2008 

A collection of short abstracts of articles and research papers published in 
2008. Includes a listing of work by Bank economists published in outside 
journals and proceedings. 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available on 
the Bank’s website. Print copies can be purchased for Can$15 plus GST and 
PST, where applicable. Papers and proceedings from Bank of Canada confer- 
ences, seminars, and workshops held after April 2005 are now published 
exclusively on the Bank’s website. 


Technical Reports, Working Papers, and Discussion Papers 
Technical Reports, Working Papers, and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Single copies may be obtained without charge. Technical Reports 
dating back to 1994 are available on the Bank’s website, as are Working 
Papers back to 1994. Discussion papers deal with finished work on technical 
issues related to the functions and policy-making of the Bank. They are 

of interest to specialists and other central bankers. Discussion papers for 
2007-2009 are available on the Bank’s website. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July, and October. Copies of the Report and the Summary may be obtained by 
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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